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PREFACE 


In our changing world much that is written about economic institutions 
and problems has a way of becoming outmoded all too quickly. Institu- 
tional structures and practices constantly change and new problems 
emerge. From time to time, therefore, a book on banking and monetary 
systems must be reexamined and its contents reappraised. 

This fourth edition, like its predecessors, is designed to achieve two 
fundamental purposes: first, to describe the nature and operations of 
our money and banking systems; second, to apply modern monetary 
theory and banking theory to present-day domestic and international 
problems. Although the principal objectives have not changed, the con- 
tents have been appreciably altered in certain areas. Some material no 
longer essential to the understanding of todays problems has been elimi- 
nated and new material has been added. The graphic representations 
of some aspects of monetary and income theory have been expanded. 
Current controversies related to the effectiveness and the results of the 
use of monetary policy, both to restrain and to expand total expendi- 
ture, have been examined in greater detail. The effects of the expanding 
role of the nonbank financial intermediaries and the effect of cyclical 
changes in bank portfolios are taken into account. In the area of inter- 
national financial relationships the treatment is directed largely to an 
examination of the achievement of nonresident convertibility by West- 
ern Europe in 1958, the emergence of a gold-exchange standard based on 
the dollar and the pound as key currencies, and the problems arising 
therefrom. 

The formidable size of the money and banking field creates a serious 
problem of selection and organization. The division of the book into 
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eight major parts may aid in the choice of materials that best satisfy 
the particular aims of the user. 

Parts One to Four provide the institutional background for the study 
of central bank and monetary theory and the problems related to them. 
They are designed to accomplish three things: first, to describe the na- 
ture of money, the various monetary standards with their good and bad 
features, and the emergence of our present system; second, to show the 
place of commercial banks and their money-creating powers in a free 
economy through the study of how banks acquire and protect deposits, 
collect checks, maintain reserves, and carry on their loan and invest- 
ment operations; third, to show the development of our banking system, 
including the Federal Reserve Banks, and provide an opportunity to 
compare it with the systems of Canada and England. 

Parts Five and Six apply present-day monetary theory to the problem 
of explaining the supply of money and its demand and the resulting 
effect upon the level of income, output, and prices. In so doing, they 
explore the reasons for inequality of planned saving and planned invest- 
ment, the multiplying effects of such inequality upon income, and the 
possibility of influencing the income flow through monetary policy. 

Part Seven deals with the applications of monetary and fiscal policy. 
It includes the use of fiscal policy and its relation to monetary policy, 
the appropriate goals of policy, and the problems raised by the conflict 
among them. 

Part Eight is devoted to an examination of international monetary re- 
lationship with both fixed and flexible exchange rates, the place of the 
World Bank and the International Monetary Fund, and the gold- 
exchange standard system of today’s world and the balance-of-payments 
problems arising from it. 

A large part of the material that appears in this book is drawn from 
the body of common knowledge in the field of money and banking, and 
its origin cannot be credited to any particular source. However, in some 
instances material has been quoted or reproduced from other publica- 
tions. My debt to the publishers of such material for their generous per- 
mission to reprint it in the present volume is gratefully acknowledged. 


R. G. T. 
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chapter one 


THE ROLE OF MONEY 
IN OUR ECONOMIC SYSTEM 


The Real Significance of Money in the Modern World 

In earlier times concern with monetary questions centered mainly on 
the effect of changes in the quantity of money on the general level of 
prices (inflation and deflation) and the accompanying disturbances in 
the distribution of income. Money was necessary to facilitate the ex- 
change of goods and services. However it was not thought to have any 
particular significance in the determination of the supply of goods and 
services to be exchanged. This is understandable at a time when pre- 
vailing orthodox economic doctrine held that the workings of economic 
law normally would result in full employment of economic resources. 
Concern about fluctuations away from full employment was not the 
central interest in economic study. Rather the important questions were 
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related to the manner in which economic resources are allocated to their 
proper uses and the method by which the fruits of production are dis- 
tributed among the owners of the resources involved. 

The modern world- s concern about income and employment has led 
- to a separate area of inquiry. This area involves the study of forces that 
determine the degree to which total economic resources are employed, 
during good times and bad, to create national or aggregate income. This 
branch of economic study is given over to the explanation of the behavior 
of aggregate demand (total expenditure) and the general level of prices 
and employment. Levels of income and expenditure are intimately asso- 
ciated with money expenditure; hence questions of monetary policy have 
assumed a position of prime importance in present-day monetary theory. 

Money, therefore, is no longer looked upon as merely the drab utili- 
tarian handmaiden of economic society. Instead it stands forth as a 
kind of genie with tremendous, all-pervading powers over economic good 
and evil. By newspaper and newscaster we are constantly reminded of 
the perils of inflation, both the “demand-pull” and the “cost-push” varie- 
ties, and are warned against the threat to economic stability of budgetary 
deficits and unstable currencies. On the international front we have 
witnessed our post-war concern about the Western European “dollar 
shortage” dissolve into the equally troublesome problem of the “dollar 
surplus” of the 1960’s. The affairs of the International Monetary Fund 
and the World Bank have become front-page news. The concern of the 
1950’s over the excessive gold holdings of the United States has give** 
way in the 1960’s to the problem of coping with the threats of gold 
losses. The re-establishment of currency convertibility with fixed ex- 
change rates has reminded us of the forgotten hazards of the gold 
exchange standard of the 1920’s and again raises the question of the 
possible conflict between domestic monetary management and the 
necessity for maintaining equilibrium in international payments. 

What is money? Money is something that is readily and generally 
accepted by the public in payment for the sale of goods, services, and 
other valuable assets, and for the payment of debts. This ready and 
general acceptability may arise from legal tender laws and from con- 
venience and habit of use. Necessarily one’s willingness to accept money 
in exchange for other valuable assets arises essentially from confidence 
that it will in turn be readily accepted by others. The stock of such money 
held by the public in immediately spendable form constitutes the money 
supply and includes the following types: 

1. Government issues of currency and coin 

2. Central bank note currency issues 

3. Checking accounts or “deposit currency” 
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Such money, held by the general public, is regularly used for purchases 
and sales and for paying debts. Government currency issues and bank 
note currency are now clothed with legal tender powers and so bear the 
blessing of government recognition of their status as effective money. 
Checking accounts in banks are not endowed with the advantages of 
legal tender powers. Consequently they acquire general acceptance solely 
from their convenience and the confidence in the validity and collectibility 
of the checks through which claims to checking accounts are transferred 
from one holder to another. The fact that checking account currency can 
be used only by persons able to give satisfactory evidence of the col- 
lectibility of the issued checks does not prevent it from being counted as 
money. Actually many more business transactions are settled by the 
issue of checks against bank demand deposits than by the payment of 
paper currency and coin. 

The supply of money. When we use the expression the supply of 
money , we mean the money held by the general public in immediately 
spendable form. Although the country's stock of money includes all 
government issues of currency and coin, all central bank note currency 
issues (i.e., Federal Reserve notes), and all demand deposits in com- 
mercial banks, the public does not hold all of this. For example, com- 
mercial banks hold till money or actual cash as reserves against demands 
of depositors. They also carry demand deposits in other commercial 
banks as part of their cash reserves. Such money is clearly not a part 
of the public's spendable funds; it is merely part of the mechanism that 
enables banks to operate. Also, the Treasury normally carries several 
billions of dollars of demand deposits in commercial banks. These de- 
posits are not part of the money supply available for immediate public 
spending. 

Other asset holdings— -near money. All of the money supply is held 
by someone. Between exchanges it acts as a store of value for its holders. 
Being immediately spendable, money is the most liquid of all assets that 
a person can hold. Of course, money is but one of many forms in which 
a person can store up values. He can hold land, merchandise, corporate 
stocks, and various kinds of corporate bonds. He also may hold savings 
bonds, savings and loan company shares, and savings deposits in banks. 
One thing, however, distinguishes these other forms of assets from a 
person's holdings of money. They must normally be converted into money 
before they can be freely exchanged for other things. Clearly some of 
these assets are more easily converted into spendable money than are 
others. When some asset can be converted into money with little delay 
and without appreciable loss of value it is said to be ‘liquid." Land, mer- 
chandise, and most securities must be sold and, when the markets are 
weak, their liquidity may sometimes be relatively poor. In contrast, 
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savings deposits (and other time deposits) of banks may be converted 
into money within a relatively short time. Likewise, one may, in good 
times, readily "cash” one’s savings and loan shares. United States Savings 
Bonds that are outstanding sixty days will be redeemed by the Treasury 
- on demand. Short-term U.S. Treasury bills and other obligations close 
to maturity are highly liquid and are especially attractive to corporate 
treasurers for investment of short-term excess cash funds. Highly liquid 
assets such as these are sometimes called near money because they are 
readily convertible into money without loss. In many respects they relieve 
the burden from the money supply in that they help to satisfy some of 
the liquidity requirements of the public. 

The Functions of Money 

Money is commonly said to perform a number of different functions. 
These functions, though separated for purposes of classification and 
consideration, are intimately interrelated. They include: 

1. Money as a measure of value 

2. Money as a medium of exchange 

3. Money as a store of value 

4. Money as a standard of deferred payment 

Money as a standard of value. In an exchange society, some standard 
is needed by which things to be exchanged may be evaluated. The pricing 
of things in terms of some common denominator can hardly be avoided 
if accurate and easy comparison of values is to be made. In the United 
States and Canada the standard of value is the dollar. In the United 
Kingdom it is the pound. 

Money is of maximum usefulness as a standard for comparing values 
when its own value is reasonably stable in terms of the general mass of 
things to be exchanged. We are quite properly accustomed to think of 
the standard units of weights and measures as constant. It is easy to fall 
into the error of looking upon our standard of value as constant also. 
But the lack of stability in our standard of value cannot escape our notice 
when we observe the changes that occur in the general level of prices. 
For example, the 38 per cent fall in average wholesale prices between 
1929 and February 1933 involved a rise in the purchasing power of the 
dollar of about 60 per cent. On the other hand, when wholesale prices 
rose by more than 137 per cent between 1939 and 1961, the dollars buy- 
ing power over commodities at wholesale fell about 58 per cent. 

It sometimes happens that money may act as the standard of value 
without actually becoming the medium of exchange. In primitive so- 
cieties, for example, cattle were sometimes used as a standard of value 
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but were not necessarily used as a medium of exchange. For many years 
the beaver skin was the unit of value and the basis for fixing the exchange 
ratio between goods exchanged on a barter basis in the trading area 
of the Hudson's Bay Company . 1 In the use of modern currencies, too, the 
money unit frequently does not enter directly into certain exchange 
transactions. This is true not only in barter transactions and in credit 
transactions such as those in which the share-cropper purchases supplies 
and later pays in crops, but in the elaborate clearing transactions on the 
security exchanges where only small residual amounts are settled in 
cash. Nevertheless it is difficult in a modern money-using economy to 
divorce money as the standard of value from money as the medium of 
exchange. Both must be described in terms of the legal monetary unit, 
i.e., the dollar, the pound, the franc, the mark, and so forth. The monetary 
unit is the country’s standard of value. But until it is embodied in the 
form of spendable money which is measured against goods in the market 
place, the standard of value has little meaning. This fact is readily seen 
in the case of inconvertible paper currencies where the only value that 
money can have is established by its being offered in exchange for goods 
and services . 2 

Money as the medium of exchange. Acting as a medium of exchange 
is a second function of money. It is not enough that there be a basis for 
comparing the value of things to be exchanged. If the troublesome prob- 
lem of the “double coincidence of wants” is to be avoided, some readily 
acceptable thing must be available as a go-between to bring about a 
smooth and effective exchange of goods. Some form of money, therefore, 
must be called into use to act as the intermediary. The media of exchange 
may include both standard money itself and its various paper and credit 
substitutes. 

The importance of money as a medium of exchange involves much 
more than conveniently overcoming the awkwardness of barter. The 
impact of money upon the economic world is vastly greater than this. 
Money incomes become a primary consideration in the lives of men. 
The public’s vast money income, which may be spent first one way and 


1 Cf . J. L. Laughlin, New Exposition of Money, Credit, and Prices, Vol. I ( Chi- 
cago: University of Chicago Press, 1931), pp. 12-14. 

2 When a currency is convertible into a given quantity of gold, the gold unit is 
sometimes looked upon as the standard of value. This practice, however, appears to 
confuse the standard monetary unit, gold, with the standard of value which is the 
monetary unit in any form. Thus the dollar is our standard of value and has con- 
tinued to be so regardless of its convertibility status since 1932. But the standard 
monetary unit in 1932 was the gold dollar weighing 25.8 grains, nine-tenths fine. 
From April 1933 until January 1934 it was inconvertible. Since January 1934 it has 
been convertible for industrial and export purposes into 15 5/21 grains of gold nine- 
tenths fine. 
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then another to suit the buyers’ fancies, enables consumers to record their 
choices in the market and to exert a powerful influence on the character 
of goods produced and on the success or decline of individual firms and 
industries. Without money, consumers of goods obviously would find 
shifting from one type of goods to another much more difficult, if indeed 
it would be possible at all to any substantial extent. This fact has a pro- 
found effect upon the behavior of our dynamic industrial society. Not 
only are incomes and expenditures calculated in terms of money, but 
most business calculations are reduced to monetary terms. 

To satisfy the requirements for a good medium of exchange money 
must above all be generally acceptable. Such acceptability is enhanced 
by ease of identification, convenience in handling, and legal tender 
qualities endowed by law. Custom or habit of use of a given form of 
money also strongly supports its acceptability. Finally, if money is to be 
readily taken in exchange for other things, it must be free from the 
threat of complete collapse in purchasing power. The precious metals, 
silver and gold, and money convertible into them, historically have made 
up a large part of the acceptable money supply. Consequently, some have 
believed that only commodity money of this kind can actually become 
acceptable to the public. But modern experience with inconvertible 
paper currencies indicates that such money, properly limited in supply, 
can become entirely acceptable to the public within the country of its 
issue. To be sure, it is not difficult to cite examples of overissued paper 
currencies that so collapsed in value that they were refused by the public, 
who turned to barter instead. 

For a money to be a truly satisfactory medium of exchange more is 
needed than general acceptability alone. In addition it ought to possess 
a high degree of stability in purchasing power. Money may be sufficiently 
stable in value to retain its general acceptance by the public and yet be 
unstable enough to make it perform badly as a medium of exchange. Let 
us see why this is so. Whenever money is increasing in value, or prices 
are falling, the public is encouraged to hoard its money and postpone 
expenditures. The result is a decline in output and employment and a 
still further decline in prices. Thus, falling prices may tend in themselves 
to develop into a cumulative downward movement of employment and 
prices. On the other hand, when money is losing value, or prices are 
rising, the public may hasten its spending to escape rising prices. As a 
result of such an increased rate of spending, the upswing in prices may 
become cumulative and create additional inflationary pressure upon the 
economy. 

We have all had the experience of spending our money hastily (and 
perhaps unwisely) to escape rising prices, and of postponing purchases 
in anticipation of lower prices. Every income receiver, whether a laborer, 
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a salaried worker, a capitalist, or an active business enterprise, has need 
for money as a store of value. This need exists primarily because of the 
impossibility of synchronizing exactly all income and expenditure. For 
the economic system to operate properly, money should adequately 
perform this function of storing up values. This means that money should 
have sufficient stability of value to permit its being held without either 
enriching or impoverishing its holders in the process. Only in such a case 
is money able to perform its work as the medium of exchange without 
in so doing inducing changes in economic activity. 

Money as a store of value. Because of the importance of hoarding 
and dishoarding of cash as a source of economic instability, the use of 
money as a store of value needs special emphasis. We have already seen 
how changes in the value of money affect its efficiency as a medium of 
exchange by inducing the public to change the rate of spending money. 
But the matter is broader than this. Whenever profit prospects decline, 
businessmen tend to reduce their rate of investment in capital goods, 
and, in some cases, disinvest by converting inventories into cash. More- 
over, savers may conclude that the risks of investing in securities have 
so increased that it is wiser, for the time being, to keep savings in cash 
form. Thus, a decline in business profit prospects may cause an increased 
accumulation of cash hoards in the hands of current savers and business- 
men, an evidence of an increase in the public s liquidity preferences 
(desire for liquid cash assets rather than securities and capital goods). 
In other words, the demand for money as a store of value has risen. 

Because of the changes in the publics desire for holding cash, a good 
monetary system should accommodate itself to these changing demands. 
Particularly it should be capable of expanding the money supply suffi- 
ciently in bad times to meet the increased demand for cash hoards with- 
out drawing the lifeblood out of the economic system. Actually, however, 
our money supply, largely created out of bank credit, tends to move in 
just the opposite direction. When business is poor and cash hoarding 
is increasing, bank credit tends to decline, and with it the supply of 
money. Plans for correcting this difficulty loom large in some programs 
for monetary reform. 

In our earlier discussion we observed that near money is held by the 
public as a liquid substitute for money itself and thus performs an im- 
portant function as a store of value. Consequently, near money reduces 
somewhat the need for holding money. For example, were savings de- 
posits, savings bonds, and savings and loan shares not available, not 
only would saving be discouraged by the lack of profitable investment 
for small savers, but the money held by the public as a source of needed 
liquid assets would probably be considerably larger. Furthermore, the 
existence of near money substitutes in the form of short-term Treasury 
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issues permits business firms to substitute these highly liquid interest- 
earning assets for idle demand deposits. To the extent that near money 
shoulders part of the burden of providing needed liquidity, some money 
itself is freed for expenditure. The result is some increase in the velocity 
of spending money. 

Money as the standard of deferred payments. A fourth basic function 
of money, closely related to the three previously mentioned, is that of 
acting as a standard or unit of account for contractual credit transactions. 
Purchases of goods in modern economic society are commonly made with 
the use of credit, extended either directly by the seller or indirectly by 
the loan of money. Payment must eventually involve the use of money. 
To use a common phrase, money is the standard of deferred payment . 
Not only credit transactions, but all contracts involving future payments 
are framed in terms of money. Stability of value in terms of other eco- 
nomic goods is also required for the proper fulfillment of this monetary 
function. In truth, money’s function as a standard of deferred payments 
provides a more exacting demand for stability of value than that arising 
from its other functions. For example, to behave properly as a medium 
of exchange, money needs sufficient stability of purchasing power to 
offer no obvious short-run inducements to postpone or to hasten normal 
money expenditures. But even very moderate changes in the value of 
money over long periods of time must be prevented if money is to meet 
the test of a good standard of deferred payments, for mild instability in 
the value of money over long periods leads to unjust enrichment and 
impoverishment of debtors and creditors. 


Economic Disturbances Arising from the Use of Money 

The upswings and downswings in economic activity involve changes 
in the amount of money expenditures. Depression and unemployment 
arise from the failure of money expenditure to equal the costs of current 
output as represented by current money incomes. Expansion and booms 
arise from money expenditures in excess of the pre-existing level of 
money incomes. Such shifts in expenditures can only come about as a 
result of the use of money. This may readily be understood by contrasting 
the behavior of a money-using economy with that of one in which ex- 
change is on the basis of barter. 

Under a simple barter system, however inconvenient, exchange of 
goods for goods would be directly under the control of specialized pro- 
ducers concerned. Unless a producer were willing to extend credit or 
make a gift, parting with his goods by barter would require that he take 
another’s goods in return. Only a change in the traders’ desires for each 
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other s goods would interfere with the normal exchange process. Under 
such circumstances one may truly say that goods are exchanged for 
goods and, therefore, the production of goods by one person creates a 
demand for other goods. 

A fall in expenditure and the use of money. But as we have seen, 
the situation is quite different when money is in use. When goods and 
services are exchanged for money, the money may be held until a suitable 
object of expenditure appears. This in itself need cause no trouble in the 
normal process of exchanging goods and services as long as no extraor- 
dinary reason appears for postponing the spending process. But at times 
these extraordinary reasons for holding money do appear, with disturb- 
ing results to the functioning of the economic system. For instance, some 
who receive money income normally devote a substantial part of that 
income to the purchase of capital goods or claims to capital goods in the 
form of securities. This is true both of private investors and of corpora- 
tions which withhold income from stockholders for direct reinvestment 
in the firm. But let circumstances arise which reduce the apparent de- 
sirability of purchasing capital goods out of current income and there 
may result a drastic reduction in money spending. 

Closely related to this postponement of investment of savings in capital 
goods is the actual disinvestment which occurs once prices begin to fall 
and profit prospects dim. As goods are sold, business firms may postpone 
the replenishment of inventories and replacement of depreciated equip- 
ment. The buyers of durable consumers’ goods also readily postpone 
purchases whenever prices ahd employment prospects worsen. The para- 
lyzing effect upon industry and employment of such postponement of 
spending and the resulting hoarding of cash is readily observed during 
periods of business depression. As we shall see later, the depressing 
effect of cash hoarding upon income and employment may sometimes 
be worsened by the reduction in the quantity of money brought about 
when banks require borrowers to repay their loans. 

Increases in expenditures and the use of money. The use of money 
is likewise associated with increases in expenditures which induce an 
upward change in income, employment, and prices. Unlike the trader 
operating under barter, buyers in a money economy are not limited in 
their expenditures to the income arising out of current output. Instead 
they may draw upon both old cash hoards and upon an expanded quan- 
tity of money created by credit extended by commercial banks. 

The “right” quantity of money. The effective operation of a money 
economy may be impaired because there is not the 4 right” quantity of 
money. In general, the right quantity of money is that which fits neatly 
into the monetary job at hand and encourages sound economic growth 
and progress. Unfortunately there is no easy and simple test of such a 
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money supply. One test, commonly suggested, is a quantity of money 
that insures a stable price level. Another is a money supply that promotes 
full employment. These two suggested goals are not necessarily in entire 
harmony. 

Regardless of the test selected for determining the right money supply, 
the chances are strong that no actual money system will satisfy the re- 
quirements. For example, gold standard countries in the past were con- 
stantly exposed to the possibility of a rise or fall in the world price level 
due to the failure of the gold supply to increase at the appropriate rate 
corresponding to the growth of monetary requirements. Thus, a lagging 
gold supply tended to induce long-run falling prices, while an excessive 
supply of gold promoted rising price levels. The enthusiasm for man- 
aged paper currencies so often expressed since 1933 arises from the 
recognition of the difficulty of managing the gold standard. 

The problem of having the “right” supply of money is further compli- 
cated by the fact that in monetary systems such as ours the media of 
exchange consist largely of bank notes and bank deposits subject to 
check. Such forms of money are at times subject to substantial short-run 
variations in volume, arising from changes in the willingness and ability 
of banks to extend credit by expanding loans and investments, and from 
changes in the desire and ability of businessmen, other individuals, and 
government agencies to borrow. The price levels of both gold-standard 
and managed paper standard countries are exposed to the varying influ- 
ences that determine the quantity of bank credit. 

Price level changes and windfall gains and losses. As we have seen, 
monetary forces may either permit or induce changes in the general 
level of prices. Therefore such forces contribute positively to economic 
instability through their effects on prices. Some of the evil effects of 
changing price levels arise from the tendency for falling prices to cause 
windfall business losses and a shrinkage in the volume of spending for 
durable goods. The depressing effect of falling prices upon business 
activity is accentuated by the stickiness of some production costs ( wages, 
interest payments, and so forth) which encourages businessmen to reduce 
output whenever possible rather than to continue to operate at lower 
prices. 3 

Rising prices likewise bring disturbances. When an excessive quantity 
of money supports an investment boom, the resulting increase in prices 
tends to exaggerate the optimism upon which the original investment 
boom was based. This optimism occurs largely because of the stickiness 
of wage and interest costs, which lag behind commodity prices on the 


3 This fact is especially true when competition is limited by the use of brands or 
by the existence of a few large-scale producers in the field. 
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upswing as well as on the downswing. The resulting windfall profits 
enjoyed by business are a temptation to overconfidence. Poor managers, 
their errors concealed by the profits of rising prices, gain and retain 
control over a large number of business enterprises and prove a source 
of difficulty later on when their wholesale failures follow a reversal of 
the price trend. But even more important, from the standpoint of stable 
business, is the fact that windfall profits either deceive good businessmen 
in respect to future prospects, or tempt them beyond their strength of 
resistance to expand the scale of their operations in order to obtain a lion's 
share of profits. Thus the competitive spirit, bolstered by the optimism 
from windfall profits, tends to lead to a rate of expansion of capital 
equipment greater than that called for by basic economic conditions 
and greater than can be continuously maintained. The inevitable reversal 
that follows such an excessive rate of expansion is an important cause of 
depression. This conclusion must not be taken to n )an that money is the 
root of all cyclical evil in our economic world. But it cannot be denied 
that monetary phenomena in the form of changing prices not only permit 
and accompany cyclical disturbances but also to a considerable degree 
contribute to them. Historically speaking, the growth of recurrent periods 
of prosperity and depression parallels the growth in importance of the 
use of money. 

Finally, changes in the price level cause serious shifts in the distribu- 
tion of income. Rising prices impoverish persons with fixed incomes. At 
the same time, debtors find their burdens lightened while business profits 
expand because of sticky costs of production. Falling prices, on the other 
hand, benefit the receivers of fixed incomes, whereas debtors and busi- 
nessmen tend to be injured. 

The disturbances in the flow and distribution of the national income 
arising from changing price levels indicate the importance of minimizing 
such price level changes. They suggest the need to avoid, so far as pos- 
sible, monetary changes that generate and contribute to movements of 
the price level. They also suggest the importance of using monetary con- 
trols to counteract price level movements that originate from nonmone- 
tary cyclical forces. 


Questions for Study 


1. The specific monetary problems that command, public attention vary from 
time to time. Name some of the most urgent monetary questions of the 
present time. 
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2. Why are economic changes closely associated with changes in money ex- 
penditures? 

3. What is money? What constitutes the money supply held by the public? 

4. What assets constitute near money? How do they resemble money itself? 
How do they differ? 

5. What is the standard of value in the United States? Canada? The United 
Kingdom? 

6. “To be a good medium of exchange money must have general accept- 
ability.” What characteristics provide that acceptability? 

7. How is stability of value related to the proper functioning of money as a 
medium of exchange? 

8. What is meant by liquidity preference? When do liquidity preferences in- 
crease? How should an ideal money react to such changes? 

9. Why is a money economy more exposed to fluctuations in output and em- 
ployment than a barter economy? 

.0. What is the “right” quantity of money? How effectively is the right quan- 
tity of money provided by the gold standard? By bank-created money? 

.1. What are windfall profits and losses? How do they arise and how do they 
affect the functioning of the economy? 



chapter two 


THE NATURE OF MONEY 


A brief examination of the origins of money will help one understand 
the nature of modern money systems and the reasons for their develop- 
ment. Modern capitalistic society developed under the benign influence 
of gold and silver money. But these metals did not acquire their monetary 
status suddenly or by providential intervention in the economic affairs 
of mankind. Rather, their use as money came as a gradual development, 
the roots of which extend back to antiquity. After 1931, most currencies 
of the world lost their convertibility into gold and became nominal, or 
fiat, paper currencies. Since 1958 many currencies have again been made 
convertible into gold, not for domestic circulation however, but for main- 
taining fixed exchange rates and for settling transactions between coun- 
tries. 

The Origins of Money 

Because money plays such a vital part in economic processes, it seems 
certain that some use of money was a prerequisite to the emergence of 
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the modern type of economic society. That it did in fact precede the 
appearance of modern capitalism is of course well-known, for money in 
various forms goes back many centuries. Adam Smith, in his Wealth of 
Nations , suggested that money originated in the rational effort of man to 
meet the necessity of finding some medium of exchange. This view prob- 
ably places undue stress upon the idea of a rational establishment of 
monetary systems. A more satisfactory view of the origins of money may 
be obtained by examining the primitive money of both ancient and 
modern times. 

Primitive trade and the use of money. A well-developed money could 
hardly have preceded the appearance of trade. Some writers suggest 
that trade, developing upon the foundation of property ownership, first 
may have taken a unilateral form through the plunderings of conquest 
and the making of gifts. Resistance to the former and encouragement to 
the latter may have been the source of the appearance of bilateral ex- 
change or barter. The desire to trade with foreigners who could furnish 
strange and unusual commodities must have provided important incen- 
tives to barter for peoples living in a simple and largely self-sufficient 
fashion. 1 Barter required methods of measuring both amounts and values. 
In addition to counting, units of weight were introduced. The carat, it 
is said, originated from the kernel of the carob bean, while the English 
troy grain was derived from the weight of a grain of barley. A primitive 
way of establishing values was to compare the size of things to be ex- 
changed. Strings of cowrie shells called dewarra were exchanged, length 
for length, with fish. More significant in the development of money, how- 
ever, was the appearance of standards of comparison in the form of some 
well-known and valuable thing. In warm or temperate climates, for ex- 
ample, the cow or ox was commonly used as a standard of value. The use 
of numerous other commodities may be mentioned. In the interior of 
Africa, the slave was used as a standard, with a value of five oxen, 100 
pieces of cloth, or a double-barrelled gun; a string of glass beads was 
worth a gourd bottle of water, a measure of milk, or an armful of hay. 2 

Primitive forms of money. The basic requirement of a medium of 
exchange is that it have such popular esteem as to provide general ac- 
ceptability by the trading public. Things in common demand, whether 
articles of necessity or ornaments, frequently acquired the status of 
money. In addition to the ox or the cow, people living in colder areas 
used as money such articles as furs, skins, and blankets. Salt, weapons, 
and utensils of various sorts were also used. Hoes and knives are said to 
have been used as money by the Chinese, and later, through the slow 

1 Cf. Karl Helfferich, Money, Vol. I (New York: Adelphi Co. [Greenberg], 1927), 
pp. 3-7. 

2 Ibid., p. 9. 
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process of evolution, miniature copies of these articles, lacking any utility 
as commodities, circulated as pure money. Primitive fishermen some- 
times used fishhooks, which, like the Chinese hoes and knives, gradually 
lost their original value as commodities and shifted into the category of 
pure money with only the symbolic shape remaining. The early appear- 
ance of ornaments in the role of money is illustrated by the cowrie shells, 
which from ancient down to modern times have been held in high esteem 
as money among primitive folk. Of this type was the American Indian’s 
wampum, consisting of belts and necklaces of black and white polished 
shells. Feathers, heads of red-headed woodpeckers, as well as strings of 
polished shells, served as money among California Indians. In Iceland, 
dried fish, and in North America, beaver skins, tobacco, and rice were 
at times used as media of exchange. 3 

The use of metals. The precious metals seem to have acquired 
monetary functions, among peoples who knew them, almost as early as 
did other commodities. The talent, a gold unit weighing about 130 grains 
troy and worth one ox, is referred to in the Homeric poems of about the 
eighth century b.c . 4 Among the less valuable metals copper and silver, 
and later iron and tin, found use as money. The metals were exchanged 
not only in the form of implements, utensils, and ornaments, but also in 
bars, wires, cylinders, and balls. Although these metals possessed mone- 
tary functions, they were themselves evaluated at first by weight or 
measure. Gold dust was sometimes measured by the length of a quill 
container, and weighing was a common method of evaluating it. Some- 
times bars or rings of precious metals were marked at regular intervals 
to facilitate dividing them into smaller units. It was not until relatively 
late years that coinage was developed as an aid to the identification of 
the weight and fineness of precious metals. Although there may have been 
earlier attempts at private coinage by merchants and goldsmiths who 
stamped their mark upon metals, it is believed that State coinage began 
in Lydia about 660 b.c . 5 

The superiority of the precious metals. The monetary triumph of the 
precious metals was due to their superiority in monetary uses. This 
superiority over other commodities can be readily seen by calling to 
mind the requirement of a good money. Good money must be relatively 


3 For more complete accounts of primitive forms of money, see J. Laurence Laugh- 
lin’s Money , Credit , and Prices , Vol. I, and Edwin W. Kemmerer, Money (New 
York: The Macmillan Company, 1936), Chapter I. For the original source of much 
information given by other writers, see W. Ridgway's The Origin of Metallic Currency 
and Weight Standards , 1892. 

4 Laughlin, op. cit. f p. 19. 

5 Laughlin, op. cit., pp. 53-54. Chapter II contains a detailed account of the early 
use of metallic money. 
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stable in value and be generally acceptable. To a very marked degree, 
the precious metals fulfill these requirements better than other com- 
modities. Since gold, among all the metals, became the monetary choice 
of very nearly the whole world, let us see to what extent it is deserving. 

Stability of value of gold. There are several reasons for the wide 
acceptance that gold achieved as the monetary metal of modern times. 
First, its immense durability has led to the accumulation of a tremendous 
stock of gold, little affected by the variations in gold output from year 
to year. This stability of quantity has had a favorable effect upon the 
stability of the value of gold, an obvious advantage. In addition, gold’s 
freedom from deterioration gives it great superiority over most other 
commodities. 

Second, because gold is widely admired for its ornamental and prestige 
uses, it falls into the luxury class. When general prices rise because gold 
is overabundant, the relative cheapness of things fashioned out of gold 
leads to a marked increase in their popularity. Hence a larger fraction 
of newly mined gold is diverted to industrial uses and away from mone- 
tary use. In a similar manner, a rise in general prices reduces the real 
cost of hoarding gold and encourages the flow of gold away from the 
monetary systems and into idle hoards. Clearly, the substantial absorption 
of gold by these nonmonetary uses has helped stabilize the value of gold 
in the face of overabundant gold production. Conversely, when gold 
mining lags, falling general prices have caused the industrial use and the 
hoarding of gold to shrink, leaving a larger fraction of the reduced gold 
output for monetary use. 

Third, a rise in the value of gold, indicated by falling prices, stimulates 
gold production, while a rising price level, indicating a falling value of 
gold, causes the output of gold to shrink. 

Other attributes of gold. Gold has the added advantage of (1) em- 
bodying a relatively high value in a small compass; (2) being readily 
divided, coined, and melted; and (3) being easily identified and of 
uniform quality. 

In modern times gold has the further advantage of having acquired 
social acceptance as money. The fact that it has been the customary 
monetary standard over many years in a large measure explains the 
esteem that it commands as money. Today, gold retains its monetary 
value largely because of its customary acceptance as money rather than 
because of its value for industrial uses. 

In these days of paper money and bank credit substitutes for gold, some 
of the characteristics mentioned as contributing to the acceptability of 
gold have lost much of their significance. These substitutes have all the 
qualities of convenience in handling and use that can be claimed for 
gold itself, and are in fact superior to gold for domestic use. Even when 
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inconvertible into gold, paper money may remain readily acceptable in 
the issuing country because it possesses legal tender power and because 
of habit of use. 


Coinage of Money 

The advent of coinage marked a very important step in the develop- 
ment of money, for with it money achieved a distinctive place among 
other goods. When made into the form of coin, money ceased to be 
merely a convenient commodity for comparing and storing values. The 
coin itself, bearing the stamp or mark of the State that issued it, came 
to be the important thing rather than the bullion content. This admiration 
for the coin itself frequently goes so far that the coin may circulate at a 
value considerably in excess of its bullion value. The fact that it is money, 
approved by the State and in customary use, is sufficient to maintain its 
acceptance at face value within its own country. 

Free coinage. In the past, free coinage of the standard monetary 
metal was a normal characteristic of currency systems. Under free coin- 
age, the money metal or metals may be brought to the mints and con- 
verted into standard coins without limit. In the United States before 1933, 
one could bring to the mint standard gold bullion (nine-tenths fine) and 
have it converted into coin without any expense save the delay involved 
in the process. If gold in other than standard bullion form was presented to 
the mint, a brassage charge was made to cover the expense of converting 
the metal into standard bullion. Sometimes the State charged more than 
the actual cost of minting the coins. As a result the State made a profit 
called seigniorage. The coins so minted had a face value somewhat above 
their bullion value. The free coinage of standard metals is normally 
accompanied by the right to exchange coin for bullion or the right to 
convert coin into bullion by melting. It follows, therefore, that the coin 
value and the value of the bullion content of coins can never be separated 
by more than the cost of conversion from one form to the other. It is 
through the free interconvertibility of coin and bullion that the value of 
money is tied up with the value of the metal itself. 

Limited coinage. Although standard money metal may be freely 
coined, other metals may be converted into coins only at the option of 
the State. For example, subsidiary silver coins, silver dollars, and token 
five- and one-cent pieces are coined by the Treasury in such amounts as 
public convenience or public policy seem to warrant. Since there is no 
privilege of free coinage in such a case, these coins are the result of what 
is known as limited coinage . Such coins normally bear a heavy seigniorage 
charge, or to put it another way, their face value is considerably greater 
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than the value of the metal they contain. Coins issued under the limited 
coinage principle, therefore, derive their value from the fact that they 
are directly or indirectly convertible into standard money. In reality they 
are a form of promissory note written on metal discs instead of being 
engraved on paper. 

Free conversion without free coinage. After World War I, countries 
wishing to return to the gold standard economized their limited supply 
by abandoning the coinage of gold. Instead, they provided that bullion 
might be freely converted into currency or bank credits by sale to the 
central bank. Those wishing gold bullion for export or industrial pur- 
poses could purchase it at a fixed price from the central bank. In this 
way gold coin was not allowed in common circulation, yet free conversion 
from money into bullion and bullion into money was provided. Though 
technically different from free coinage, the result was similar in that the 
value of paper currency and the equivalent amount of bullion were al- 
ways substantially the same. The practice of converting gold bullion into 
money by Treasury purchase began in the United States in 1934. 


Inconvertible Paper Money 

In the past, standard money has normally consisted of some form of 
metal. Although both gold and silver were often standard money metals, 
the modern practice steadily moved in the direction of gold alone. Stand- 
ard money, however, need not necessarily be metal at all, but sometimes 
may be inconvertible paper currency. 

The inauguration of the use of inconvertible paper money in a country 
is generally accompanied by a promise of the issuer, whether the State 
or a note-issuing bank, that the paper will some day be redeemed in 
standard metal money. This fact has led some observers to conclude that 
inconvertible paper money derives its acceptability and its value from 
the expectation of redemption in standard metal at some future date. 
According to this view, the value of pure paper money must fluctuate in 
direct proportion to changes in the possibility of future redemption. This 
view also denies that pure paper money, in itself, can have value inde- 
pendent of its theoretical metal worth. This explanation of the value of 
inconvertible paper money was understandable at a time when the 
metallic standard was the rule and inconvertible paper was the exception 
that was to be eliminated as soon as possible. But today, in the light of 
modern monetary experiences with inconvertible paper currencies, it is 
difficult to hold that pure paper money can have no value in and of itself. 

One may say, therefore, that inconvertible paper money sometimes 
may achieve the distinction of being “standard” or the “last word” in a 
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country’s monetary system. Its acceptability is derived not only from 
habit of use developed before conversion privileges were abandoned, 
but also from legislative fiat or legal tender qualities. Sometimes a sheer 
lack of any available substitute currency plays its part in compelling 
people to use inconvertible paper. 

Two basic types of inconvertible paper money. Inconvertible paper 
money may take either of two forms: (1) government treasury notes; 
or (2) central bank notes. 6 

1. Governments have frequently been forced to meet their necessary 
expenditures by the issue of paper promises to pay metal money. The 
occasion for such issues has most frequently been war, when needed 
expenditures tend to outstrip tax income. Direct resort to the printing 
press by financially distressed governments has not been unknown in 
American history. The Revolutionary War was the occasion for paper 
money issues (bills of credit) by both the individual colonies and the 
Continental Congress. The outbreak of the Civil War was the signal for 
the issue of inconvertible greenbacks. 

2. Both in the past and in modern times, inconvertible paper money, 
with most if not all of the attributes of standard money, often has origi- 
nated in the form of bank notes. For example, in England from 1931 until 
the late 1950’s the inconvertible paper notes of the Bank of England 
constituted the country’s standard money. 


Different Types of Money and Their Place in 
Contemporary Monetary Systems 

In any modern monetary structure there are a number of components 
that make up the whole. To avoid confusion let us examine each of the 
parts of our monetary system and see in what way it fits into the whole 
monetary picture. In doing this we must keep in mind that money proper, 
directly available for public spending, consists only of the media of 
exchange held by the public itself. In the United States such money 
excludes gold and gold certificates, which are held by the Treasury and 
by the Federal Reserve Banks. In all countries it also excludes central 
bank deposits and interbank deposits, which comprise part of the mech- 
anism of the system but are not in the public’s hands. 


6 Many excellent accounts of historical experience with inconvertible paper are 
available. For compact, competent summaries of the work in this field, see J. Laurence 
Laughlin s Money, Credit, and Prices, Vol. II, Chapters III-XI, and Edwin W. Kem- 
merer's Money, Chapters X-XIII, W. C. Mitchell’s familiar History of the Green- 
backs, 1903, is an authoritative work on the experiences with the United States notes. 
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Standard Money and Other Treasury Issues 

Standard money. Standard money is the monetary unit recognized 
by the State as the ultimate basic standard of value. It is the unit of 
ultimate convertibility for all other forms of money. Direct or indirect 
convertibility into standard money assures a uniform value for all kinds 
of money. Standard money is normally designated as standard by law, 
although at times the formal legal standard may be suspended in practice 
through administrative action. Congress defines the United States dollar 
as a unit containing a given weight of gold nine-tenths fine. Such a unit, 
whether coined or uncoined bullion, is presumably the ultimate standard. 
But there have been times when in fact the gold dollar ceased to be 
the operating standard monetary unit. During the Civil War and extend- 
ing down to 1879, the inconvertible United States note or greenback was 
the last word or the ultimate standard, since ordinary forms of money in 
circulation (bank notes and deposits) could not be converted into gold. 
Likewise, from April 1933 to the end of January 1934 paper money was 
not tied to the gold dollar, and it depreciated in terms of gold. Under 
those conditions the gold dollar was no longer the real standard. 

This variation in the standard monetary unit, in respect to both its 
gold content and its vacillation between convertibility into monetary 
metal and inconvertibility, provides an illustration of the distinction 
between the monetary-unit of the dollar, in which monetary obligations 
are expressed, and standard money, the equivalent of which can be used 
in making payments. For example, the dollar is the monetary unit in 
terms of which are stated various sorts of economic obligations. The 
satisfaction of these obligations requires the payment of dollars. But the 
particular thing that constitutes the dollar is subject to change. 7 Thus, 
the dollar as a unit for expressing economic obligations remains un- 
changed, but the particular standard money in which payment may be 
made is subject to change at the will of the government. Standard money, 
therefore, is the ultimate means of payment for obligations expressed in 
terms of the unit of account. 

The relation of the State to standard money. Standard money in the 
modern sense requires the sanction of the State. This sanction normally 
would carry with it legal tender power. But when the standard money 

7 J. M. Keynes distinguished between money as a ‘unit of account” and money that 
may be used in making payments. He likened this distinction to that between the 
King of England, a continuous institution, and the particular ruler on the throne at 
any given time. The latter is subject to change at the will of the State, but the former 
enjoys continuity of existence. See his Treatise on Money , Vol. I (London: Macmillan 
& Co., Ltd,, 1930), p, 4. 
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is uncoined gold bullion, as it sometimes is in modern monetary systems, 
it has little need to be made legal tender. Rather, legal tender powers 
are conferred upon paper currencies, with the standard acting as the 
ultimate redemption unit for all the currencies qf lesser status. When the 
ultimately obtainable currency is itself inconvertible paper, the distinction 
between legal tender currency and standard money is wiped out, since 
for all practical purposes any legal tender currency is standard. In mod- 
ern society the sanction of the State is often a very powerful force in 
making standard money acceptable. So important is this sanction that 
some persons hold to the view that money derives its value from the 
State's stamp of approval. 

Representative money. Under the old gold standard, which permitted 
individuals to obtain gold coins, the standard gold pieces frequently were 
in actual circulation. The small size and ease of abrasion of gold coins, 
however, discouraged their circulation. Before 1933, gold certificates, 
claim checks to gold held by the U.S. Treasury, commonly circulated in 
place of gold coin. Gold certificates are, therefore, called representative 
money , for they stand in the place of the standard gold. Today it has be- 
come the practice to use other forms of currency for actual payments, 
leaving gold certificates in the Federal Reserve Banks to act as a reserve 
or the ultimate redemption basis for nonstandard money. 

Other government issues. Not only does the government regulate and 
control the issuing of standard money of a country but also it normally 
issues other types of money that do not qualify as standard. Government 
notes in currency form, redeemable in standard money, are sometimes 
issued. Our greenbacks are examples of such currency. Governments also 
purchase and coin silver and other metals, and the resulting coins, al- 
though not standard, are part of the money supply. 

Standard money and the media of exchange. Neither gold nor its 
representatives, gold certificates, are a part of the public's supply of 
spendable money. Instead, monetary gold itself is held by the Treasury, 
while gold certificates issued against the gold are held as legal reserve 
by the Federal Reserve Banks. However, other currency issued by the 
Treasury, such as silver certificates, silver dollars, and other coins, is for 
the most part in general circulation and is a part of the public's money 
supply. The only exception is the currency held by banks as till money 
reserves. 


Contemporary Forms of Money: Bank Money 

The major part of our media of exchange consists not of currency 
issued by the government but of central bank notes and bank checking 
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accounts. Such note and deposit currency may be designated bank money 
to distinguish it from money issued by the government. 

Central bank credit as money. Central banks acquire assets by issuing 
central bank notes and establishing deposit credits in exchange for gov- 
ernment securities, bankers' acceptances, and the obligations of such 
financial institutions as United States member banks and certain dealers 
in bills of exchange and Treasury securities. The notes of central banks 
constitute a kind of money which, along with Treasury currency issues, 
comprise the stock of money in hand-to-hand circulation and in the tills 
of ordinary banks. In case the central bank is owned and wholly con- 
trolled by the Treasury, its note issue may comprise most or all of the 
paper currency in circulation and in practice is a part of the government 
currency issue. In such a case all government and central bank currency 
issues may be described as lawful money. In the United States, however, 
it is necessary to limit the term lawful money to the issues of the Treasury 
(greenbacks, silver dollars, and silver certificates). The notes of the 
Federal Reserve Banks are redeemable in lawful money. 

Central bank deposits make up the major part of the cash reserves of 
commercial banks and as such are freely transferred among banks in 
settlement of debts owed to each other. Furthermore, these reserve de- 
posits in the central bank may be drawn out in cash ( central bank notes 
and Treasury issues) to meet the publics changing currency needs. 
Central bank notes and deposits, therefore, constitute a means by which 
all obligations of commercial banks to each other and to the general 
public may be discharged. Consequently they may properly be described 
as a kind of substitute standard money in cases where the ultimate 
standard is defined in terms of gold. In the absence of any other legally 
defined ultimate standard such central bank notes and deposits become 
the equivalent of standard money. 

Federal Reserve Banks hold gold certificates representing standard 
gold money as reserve against note and deposit liabilities. However many 
central banks today hold no gold or other direct claims on gold. Instead 
some government monetary authority holds the country's stock of gold, 
or claims to gold, and assumes responsibility for maintaining convertibility 
of the domestic currency into foreign exchange. 

Commercial bank credit money. Commercial banks today have little 
if any note-issuing power. Nevertheless, by making loans and investments, 
they can create bank money in the form of demand deposits based upon 
a relatively small volume of cash reserves. These cash reserves, as we 
have just observed, are mainly in the form of central bank obligations. 
Commercial bank credit money, then, consists of checking accounts; and 
borrowers receive the proceeds of their loans in this form of promises to 
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pay currency, rather than in currency itself. So long as banks command 
public confidence, their promises are readily acceptable and are actually 
superior to currency in respect to convenience in transfer and freedom 
from theft. Most commercial transactions are settled by the payment of 
such bank credit money through the use of checks. Therefore, commer- 
cial bank money may be said to be our principal medium of exchange. 


The Supply of Money 

We have seen how money falls into three main categories forming a 
kind of hierarchy. At the top is standard money, the last word, so to 
speak, in the family of monies. Second, comes central bank or substitute 
standard money, comprised of the IOU's of the central bank in the form 
of notes and deposits. This money is convertible into standard money 
proper, except in those cases in which the central bank note has become 
the last word in its own right with no conversion into any standard 
government issued money. Finally, there is commercial bank money, 
comprised of checking accounts of banks. 

At this early stage of our study of money matters we are not equipped 
to look very deeply into the determinants of the supply of these different 
forms of money. Yet it is desirable to take a quick preliminary look. 

The quantity of standard money. The quantity of standard money, 
when it is not convertible into gold, is determined by the action and 
policy of the government or, when central bank notes have become 
standard, by the action and policy of the central bank. In such a case 
it is entirely possible for standard money to be issued with such wisdom 
and restraint as to provide the country with the correct monetary base 
needed for economic stability and growth. It is this possibility that pro- 
vides the case for independent, managed paper currencies. However, 
inconvertible paper money may be created by the government, or by the 
central bank at the behest of the government, in times of fiscal difficulties. 
In such times the amount of standard money may reflect the financial 
ineptitude and irresponsibility of the Treasury rather than the sound 
judgment of those with monetary authority. The very real danger of 
an overexpanded money under these circumstances provides the case 
for a standard money based upon some scarce and valuable thing such 
as gold. 

When standard money is gold, the quantity available to the monetary 
system of any one country is limited by (1) the world's total quantity 
of monetary gold that has been assembled out of the output of gold over 
many years; and (2) the share of that total gold supply that the given 
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country has acquired by excessive exports of goods and services and by 
borrowing abroad. Clearly there is something to be said for these power- 
ful limits upon the standard money supply. Convertibility of all currencies 
into standard gold provides genuine protection against the more extreme 
forms of currency inflation. 

The supply of central bank money. Let us next look briefly at the 
supply of central bank notes and deposits. So long as gold is the ultimate 
standard, central bank IOlfs (notes and deposits) are convertible into 
gold, and therefore gold reserves or their equivalent must be carried by 
the central bank or by some government monetary authority if conver- 
tibility is to be maintained. Also, the laws governing central banks some- 
times set some minimum limit to gold reserves to be carried. For example, 
the Federal Reserve Banks are legally required to have gold certificate 
reserves equal to at least 25 per cent of their note and deposit liabilities. 
We can see, therefore, that the available supply of standard money held 
by central banks and the customary or legal minimum reserve require- 
ments may set a maximum limit to the supply of central bank money that 
can be created. In fact, whenever a country undertakes to maintain gold 
convertibility of its currency, the central bank cannot escape the limita- 
tion set by the available stock of gold and foreign exchange reserves. The 
Federal Reserve Banks must carefully maintain an adequate gold cer- 
tificate reserve in excess of minimum requirements to provide operating 
flexibility. Likewise, in countries where gold and foreign exchange are 
held by a monetary authority other than the central bank, it is necessary 
that central bank credit be so limited as to prevent excessive depletion 
of the reserves of the monetary authority. 

On the other hand, when a currency is not convertible into gold, and 
central bank notes make up the ultimate standard money of a country, 
only the conscience of the central banker, as embodied in the credit 
policy, provides a limit to the money-creating actions of the central bank. 

The determinants of the supply of checking account money. Com- 
mercial banks must always be prepared to pay in currency for checks 
drawn against them. Consequently they must carry an amount of reserves 
in cash, or deposits in the central bank, sufficient to meet this requirement. 
Because most checks drawn against a bank are in fact offset by an equal 
amount of checks deposited, the banks succeed in maintaining the 
convertibility of their checks into currency with relatively small amounts 
of reserve cash. This necessity for carrying cash reserves, generally es- 
tablished by law as a certain fraction of the banks’ checking accounts, 
fixes a definite limit to the amount of checking accounts that the banks 
can support. Therefore it sets a limit to the loans and investments that 
result in the creation of checking account money. 
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The supply of cash reserves of the commercial banks basically depends 

(1) upon the quantity of standard money 8 and Treasury currency; and 

(2) upon the quantity of central bank credit money. The latter reflects 
the credit policy of the central banks and provides the means for mone- 
tary management in a modern economy. 

Within the limits set by their available reserves, commercial banks 
are prone to push their creation of checking account money to the limit. 
This tendency arises because private bankers do not like to pass up an 
opportunity to earn interest on loans and investments. The appearance 
of any excess reserves above normal and legal requirements is likely to 
be followed by an expansion of bank loans and investments, and by an 
expansion of checking account currency. This statement requires one 
qualification. Unless business conditions are sufficiently favorable, bor- 
rowers of acceptable credit standing may not put in an appearance. In 
such a case, no expansion of checking account money from that source 
will take place. However, if securities of high grade, which are acceptable 
to the banks, are available for purchase in the markets, the banks tend 
strongly to utilize their excess reserves by investing in such securities. 

To sum up, when the gold standard is in operation, the quantity of 
standard money in a country is determined by the power of that country 
to attract and hold gold. Inconvertible paper standard money has no 
such limit, its quantity being determined by the policy (or lack of one) 
of the Treasury or the central bank in issuing inconvertible paper cur- 
rency. Under the gold standard, central bank credit policy dictates the 
supply of central bank notes and deposits within the limit of gold reserve 
requirements. The supply of checking account currency is limited by (1) 
the supply of available reserves, which is in turn dependent upon the 
supply of standard and central bank money; and (2) the existence of 
suitable loan and investment opportunities for the commercial banks. 

The Monetary Structure of the United States 

Let us now look at each of the three broad monetary categories and 
determine the direct contribution of each to the total supply of the 
public’s spendable money. This can best be done by constructing a table 
showing for each category the total amount and the part of that total 
going to make up the supply of money held by the public. 


8 Any increase in the standard money supply results in an increase in commercial 
bank reserves. For example, gold importers either deposit gold in their banks or sell 
gold to the Treasury or to the central bank and receive in payment checks on the 
central bank, which they deposit in the commercial banks. 
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Table 2.1 

Monetary Liabilities of the Treasury, the Federal Reserve Banks, 
Commercial Banks, and the Contribution of Each to Money Held 
by the Public, June 30, 1963 
(In millions of dollars) 


Held by Banks 


Total 


and by the Fublic 

1. Monetary issues of the Treasury: 

a) Gold certificates 

$15,457 


1 ) In the Federal Reserve Banks 

15,457 


2) In banks and in circulation 

b) Treasury currency 

5,587 


1) In the Treasury 

25 


2) In the Federal Reserve Banks 

366 


3) In banks and in circulation 

5,196 

$ 5,196 

2. Monetary liabilities of the 

Federal Reserve Banks: 

a) Federal Reserve notes 

30,342 


1 ) Held by the Treasury 

69 


2) Held by Federal Reserve Banks 

328 


3 ) Held by banks and in circulation 

29,945 

29,945 

b) Federal Reserve deposits 

18,188 


1) Held by banks 

16,965 

16,965 

2) Held by U.S. Treasury 

806 


3) Held by others 

417 


3. Monetary liabilities of commercial banks: 

Total demand deposits 

155,070 


a) U.S. Treasury 

10,610 


b) Interbank 

14,010 

14,01', 

c) Other 

130,450 

130,450 

Total monetary liabilities held by banks and 

by the public 


196,566 

Less: 1) Demand deposits held by banks in the 

Federal Reserve Banks 

16,965 


2) Interbank deposits 

14,010 


3) Float of uncollected checks against “other 



demand deposits 

13,905 


4) Curency and coins held by banks 

3,486 

48,366 

Total money held by the public 


$148,200 
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Questions for Study 


1. Why did the emergence of modern capitalism depend upon the exist- 
ence of a money system? 

2. What does primitive money tell us about: 

a) the manner in which money came into use? 

b) the importance of usefulness as a commodity for money? 

c) the emergence of pure money having little or no commodity value? 

3. Why have ornamental objects been used as money? 

4. What reasons can you give for the superiority of gold and silver as money? 

5. When gold mining expands and the supply of gold becomes excessive: 

a) what will be the effect on prices? 

b) what will be the effect on the industrial use of gold? Gold hoarding? 

6. When free coinage of gold exists in a country’s monetary system, what 
significant results arise? Do the same results appear as a result of the 
present practice in the United States where gold may be freely sold to 
the Treasury at $35 per ounce? 

7. What is limited coinage? How does it usually result in seigniorage? 

8. What are the two origins of inconvertible paper standard money? 

9. Why does the public accept and use inconvertible paper money? 

10. What is the proper test for determining what is the standard money of a 
country? 

11. Do you think that convertibility of credit money into standard gold money 
determines the value of the money in common use? 

12. When the United States reduced the gold content of the dollar in 1934, 
how was the standard monetary unit of the country affected? 

13. Under what circumstances does a country’s gold stock limit its central 
bank’s ability to credit money? 

14. What determines a country’s supply of standard money when it consists 
of: 

a) inconvertible central bank notes? 

b) gold? 



chapter three 


MONETARY STANDARDS 


A country’s monetary standard is adopted by the authority of the State 
as a measure of value. The monetary standard, therefore, is synonymous 
with standard money, which we have already studied. A country’s mone- 
tary system consists of its supply of standard money plus all the paper 
and credit substitutes tied to and convertible into standard money. In- 
volved in the operation and maintenance of the monetary system is the 
whole government mechanism established to regulate the creation of 
money, and the banking system responsible for the issue of bank notes 
and the creation of checking account money. 


The Meaning of Monetary Standards 

It is customary to describe the monetary system of a country in terms 
of its standard money. Thus, when the standard monetary unit is gold. 
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the country is said to have a gold standard system , or more simply is 
said to be on the gold standard. If the standard monetary unit is defined 
in terms of both gold and silver, the system is one of bimetallism. When 
a country’s currency is not redeemable in either gold or silver, it is said 
to have an inconvertible paper money system , or a nominal currency. 

Importance of the type of monetary system. The nature of a country’s 
money system has a double significance. First, there is the question of 
its suitability for domestic requirements. Monetary systems are basically 
national in nature, since they are established and maintained by the 
governments of each country. There is no prerogative of sovereignty more 
jealously guarded than that of regulating the monetary system. It is to 
be expected, therefore, that monetary systems of all countries tend to be 
governed by internal needs. Yet, because countries must also be con- 
cerned about trade with other nations, the international aspects of cur- 
rency management cannot be disregarded. A suitable monetary system 
should therefore satisfy both domestic requirements and the necessities 
of international trade. As we shall see a little later in this chapter, no 
single type of monetary standard entirely satisfies both domestic and 
international requirements. 

Early Monetary Standards 

The development of monetary systems providing standard coins of 
uniform value was the result of long and trying experience. Early at- 
tempts at coinage often resulted in the appearance of a number of 
separate, independent types of money, each with its own subdivisions. 
This situation resulted from the assimilation of the coins and coinage 
practices of neighboring trading states, from irregular minting, and from 
abrasion and clipping . 1 Gradually it became possible for central govern- 
ments, by preventing debasement, to bring different coins of the same 
metal into a fixed relation to each other. But even this improvement left 
a parallel standard of two independent currencies; one of silver and the 
other of gold. With price calculations and debts made in either of the 
two currencies, the situation left much to be desired. A standard, uniform 
currency was still lacking. 

Bimetallism 

The next step in the development of currencies was to devise a system 
in which standard coins of a given value might be minted out of both 

1 A detailed account of the chaotic condition of early currencies can be found in 
Karl Helfferich, Money , Vol I (New York: Adelphi Co. [Greenberg], 1927), pp. 
34-50. 
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gold and silver. In this way not only would gold and silver coins circulate 
side by side, but they would also be interchangeable. Thus, a debt calling 
for the payment of a given number of dollars could be discharged by the 
payment of either silver or gold. Both metals were given the right of 
free and unlimited coinage into standard monetary units. Such a system 
was called bimetallism. 

But certain difficulties always tended to arise under bimetallism. Its 
adoption required a decision as to the appropriate weight that should be 
given to each type of coin. Since both were to have the same nominal 
value and each was to be freely coined, it was necessary that the relative 
size of coins of the two metals bear a close relationship to their relative 
value as bullion. The mint ratio was the relative quantities of the two 
metals required at the mint to make a standard monetary unit. Thus, a 
mint ratio of 16:1 meant that the silver dollar required an amount of 
silver sixteen times the amount of gold in the gold dollar, and was 
chosen because it was thought to correspond to the relative bullion values 
of the two metals. But new discoveries of the metals caused marked 
disturbances in the relative values. When silver discoveries reduced the 
bullion value of silver, the silver dollar no longer contained as much 
bullion value as did the gold dollar. On the other hand, when gold dis- 
coveries reduced the value of gold as compared to silver, the bullion 
value of the gold dollar became less than that of the silver dollar. Such 
a situation invited the action of Gresham's Law and led to the displace- 
ment of the dearer metal by the cheaper metal in the monetary system 
of the country. A similar disturbing result occurred when other bimetallic 
countries had mint ratios that differed from those of the country con- 
cerned, for these foreign mint ratios affected the domestic “market” ratio. 

Gresham’s Law. In its simple form, the monetary principle known 
as Gresham's Law is this: “Bad or overvalued money tends to drive out 
of circulation good or undervalued money.” A fuller and somewhat more 
correct statement is that, given a sufficient supply of bad or overvalued 
standard money with the characteristic of general acceptability, the good 
or undervalued standard money may be displaced by the lighter or over- 
valued money. Bad money or overvalued money is that which contains 
less bullion value for a stated face value than the good or undervalued 
money. 2 

Under bimetallism, Gresham’s Law begins to operate whenever the 


2 Sir Thomas Gresham is said to have used this principle in explaining to Queen 
Elizabeth why the new fullweight coins did not remain in circulation in the face of 
old, underweight, clipped coin. For a statement of the origin of the use of Gresham's 
name in connection with this long-known principle, see J. L. Laughlin, New Exposi- 
tion of Money , Credit, and Prices, Vol. I (Chicago: University of Chicago Press, 
1931), pp. 51-52. 
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market ratio of silver to gold shifts away from the mint ratio. For example, 
if the mint ratio and the market ratio were both 16:1, both gold and silver 
coins would circulate. But if silver production should expand enough to 
make silver cheaper than before, as compared to gold, and to make the 
market ratio change to 17:1, it would become profitable to convert gold 
coin into bullion and to exchange it in the market for silver at 17:1. Out 
of the 17 parts of silver thus obtained, 16 parts could be made into silver 
coins to replace the gold coins melted, and 1 part silver would be left as 
profit on the transaction. So long as the market ratio remained sufficiently 
different from the mint ratio to make such a profit possible, the process 
of displacing gold coins with silver would continue. If the shift in relative 
silver and gold values represented a world-wide change, the gold coins 
of an individual country acting alone on the bimetallic standard would 
almost certainly be displaced by silver without causing a corrective 
change in the market ratio. If increased gold output lowered the relative 
value of gold as compared to silver so that the market ratio became 15:1, 
the reverse of what we have just described would occur. Gold, being the 
cheaper money, would displace the dearer silver coins, which would be 
melted up and sold as bullion. 

Experience has shown that it is difficult for a single country to main- 
tain its mint ratio equal to the market ratio. The latter fluctuates with 
changes in production and in the nonmonetary demand, whereas mint 
ratios, once established, are unlikely to be changed with any frequency. 
Attempts by a single country to establish and maintain bimetallism, there- 
fore, have generally resulted in an alternating standard, with first one 
and then the other of the two metals making up the currency. 

Claims made for bimetallism. Because bimetallism developed natu- 
rally out of the need for gold and silver currency of a uniform value, 
little reason arose to justify its original appearance. After its abandon- 
ment, 3 however, repeated efforts were made to re-establish bimetallism. 
Such efforts were supported vigorously by its advocates with appropriate 
arguments. 

Efforts to restore bimetallism coincided with periods of economic de- 
pression and falling value of silver. The reasons are easy to understand. 
First, if cheap silver bullion could be converted into standard coin at 
the old statutory price, silver producers would obviously benefit. Sec- 


3 England closed its mints to the free coinage of silver in 1798, although the gold 
standard was not established by statute until 1816. The United States was on the 
bimetallic standard from 1792 until 1873. The Latin Monetary Union, composed of 
Italy, Belgium, France, and Switzerland maintained bimetallism until 1878. Cf. R. G. 
Hawtrey, Currency and Credit (New York: Longmans, Green & Co., Inc., 1928), 
Chapter XVI. Also see J. L. Laughlin, History of Bimetallism in the United States 
(New York: Appleton-Century-Crofts, Inc., 1888), pp. 146-160. 
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ondly, the agrarian debtor groups, especially hard hit by falling prices 
characteristic of depressions, desired the free coinage of silver in the 
belief that it would result in an expanded quantity of money and higher 
prices. Support for bimetallism sometimes arose from quite a different 
quarter. When silver became cheaper the value of silver standard cur- 
rencies (of which there were a few) also became cheaper in terms of 
gold standard currencies. Persons interested in exporting to those coun- 
tries found that a cheapening of silver increased their difficulties, and 
therefore they supported a return to bimetallism. 

Besides the support, obviously partisan, of the groups that felt their 
interests were directly involved, bimetallism found theoretical support 
of a more sophisticated kind. It was argued that the operation of 
Gresham’s Law introduced a compensatory action. Whenever one metal 
became cheaper, its flow into the monetary system would raise its bullion 
value. At the same time, the expulsion of the dearer metal would reduce 
its bullion value. Two beneficial consequences might therefore be ex- 
pected: (1) the two metals would in fact both remain in circulation, 
although in varying proportions; (2) the aggregate stock of money 
would tend to be more stable than one comprised of a single metal. It 
was agreed that these benefits would be realized only if bimetallism were 
established on a wide scale— preferably on an international basis. 

Although bimetallism has been officially dead for many years, the 
impact of its past still has been felt in later monetary discussions. As we 
shall see in the next chapter, the ghost of bimetallism repeatedly appeared 
in our monetary history after 1873, the year of its official demise. 

The Gold Standard 

In contrast to bimetallism, which involves the free coinage of two 
standard money metals-silver and gold— the gold standard provides 
only for the use of gold as the basic money metal. Thus, under the gold 
standard, the standard monetary unit is a given fixed quantity of gold. 
Paper money and bank credit substitutes for the standard money are 
maintained at par by being convertible into gold. Free coinage of gold, 
in its broader sense, is a necessary characteristic of the gold standard. 
This means that gold bullion can readily be converted into standard 
money, and conversely, that standard money can be converted into gold 
bullion. This conversion must be at a fixed price so that the value of a 
given amount of gold bullion and the value of standard money are equal. 
Therefore, essential characteristics of the gold standard include: 

1. The unlimited right to convert gold bullion into money. 

2. The right to convert money, both currency and coin, into gold bul- 
lion for industrial uses. 
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3. The right to convert currency into gold at a fixed price for export 
or conversion into foreign currencies. 

When gold standard countries maintain free convertibility of gold 
into money and money into gold, and allow gold to move freely from 
one country to another, the rates of exchange among the several countries 
are stabilized close to the gold panties (the relative gold contents of 
their standard monetary units). This result is of genuine importance to 
international trade. 

The gold coin standard. Several modifications of the gold standard 
were introduced after World War I. These modifications may best be 
visualized by beginning with a description of the old-fashioned type of 
gold standard, which, for purposes of contrast, may be called the gold 
coin standard. 

Under the gold coin standard, gold coins of a certain weight and fine- 
ness are the standard monetary units. Thus, the gold dollar containing 
25.8 grains of gold nine-tenths fine was the standard monetary unit of 
the United States prior to January 31, 1934. Standard gold bullion (.900 
fine) could be brought to the mint in unlimited quantities and be con- 
verted without charge into coin. At the same time, the mint would receive 
gold coin in lots of $5,000 or more and give out gold bars in exchange. 4 
Before 1914 the British sovereign, or pound sterling, contained 123.27447 
grains of gold eleven-twelfths fine. 5 Before World War I, the French 
franc contained 4.97806 grains of gold nine-tenths fine. Under the gold 
coin standard, other forms of currency were convertible into standard 
gold coins that anyone was privileged to hoard, spend, export, or melt, 
as he saw fit. 

The gold coin standard, therefore, provided for the unlimited conver- 
sion of bullion into standard gold coin, the conversion of gold coin into 
bullion, and the right of private citizens to convert other currencies into 
gold, and export or use either gold coin or bullion without restrictions 
save those against mutilation. 

4 The gold dollar itself was not coined after 1890, except in limited amounts for 
commemorative purposes. Because of its small size, the gold dollar was inconvenient 
and was superseded by the silver dollar and silver certificate. The most common gold 
coin was the double-eagle, or $20 piece. In addition, there were the eagle, or $10 
piece; the half-eagle, or $5 piece; and the quarter-eagle, or $2.50 piece. Coinage of 
the' $2.50 piece was discontinued in 1930. Annual Report of the Director of the Mint , 
1932, p. 87. 

5 The Bank of England sold gold (eleven-twelfths fine) at the statutory price of 
£3 17s. lO^d. per ounce. The English mint would coin, without charge, one ounce 
troy of gold bullion into £3 17s. 10%d. For the convenience of holders, the Bank of 
England bought gold bullion at £3 17s. 9d. per ounce (under the act of 1844). The 
difference of l%d. between this and the price at the mint represented an interest 
charge for the advance by the Bank. Cf. Laughlin, Money , Credit , and Prices , Vol. I, 

p. 80. 
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The gold bullion standard. At the outbreak of World War I in 1914, 
England, along with other belligerents, put an embargo on the export 
of gold and thus effectively abandoned the gold standard. When the gold 
standard was re-established in May, 1925, the Bank of England was 
required to redeem its notes, not in gold coin, but in gold bullion in 
amounts of not less than 400 ounces. At the same time the Bank bought 
gold bullion at the established price, paying for it in current paper or 
credit pounds. No restriction was placed upon the right of private citizens 
to hold or use gold bullion. It might be hoarded, used in the arts, or 
exported. The only essential difference between the gold bullion standard 
and the gold coin standard is that the former provides no gold coin for 
hand-to-hand circulation. Since a substantial volume of gold was in 
circulation before 1914, the gold bullion standard resulted in some 
economy in the monetary use of gold. The currency that replaced coin 
in circulation was not backed by a full 100 per cent gold reserve. France, 
like England, adopted the gold bullion standard when it resumed gold 
payments in 1928. The bullion feature was optional with the Bank of 
France, which could convert its notes into either bullion or coin as it 
chose. 

The U.S. limited gold bullion standard. In 1934, when the gold con- 
tent of the U.S. dollar was reduced, gold coin was withdrawn from 
circulation and melted into bars, and further gold coinage was banned. 
Since that time the Treasury has purchased gold from licensed holders 
at $35 per fine ounce minus a handling charge of one-fourth of 1 per cent 
and a small charge for assaying and testing. In payment the seller gets 
Treasury drafts payable in some form of bank credit. In this way gold 
bullion can be freely converted into deposit currency. Unlike the British 
gold bullion standard of 1925-1931, gold bullion may not be freely pur- 
chased. Nevertheless, money may be converted into gold for industrial 
use and for export. First, special licensees may buy gold for industrial use 
at $35 per fine ounce plus one-fourth of 1 per cent for handling. Secondly, 
through the Federal Reserve Bank of New York, the Treasury exports 
gold to foreign central banks and treasuries in order to procure foreign 
exchange needed to settle trade balances and other debts. 

Because gold bullion may readily be converted into dollars at a fixed 
price, and the holders of dollars may obtain gold needed for industry 
and export, our monetary system can be described as a form of gold 
standard. This is true in spite of the following definite departures from 
the traditional forms of the gold standard: 

1. The individual can obtain neither gold coin nor gold bullion for 
private hoarding. 

2. Neither individuals nor banks can convert money into gold for 
private export. 
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3. The purchase and sale of gold by the Treasury is not mandatory 
but is carried out at the discretion of the Secretary of the Treasury. 

The purchase and sale of gold bullion at a fixed price necessarily results 
in tying the value of the dollar to the industrial value of its gold content. 
Also, so long as gold is available for export at the fixed price, the dollar, 
in terms of foreign currencies, must necessarily be worth as much as the 
value of a dollar’s worth of gold in terms of those currencies. Thus, the 
basic essentials of the gold standard are satisfied. It is not important, 
from the standpoint of the gold standard, that individuals are denied 
the right to obtain gold for hoarding or that gold coin is not available 
for domestic circulation. 

We are on somewhat shakier ground in respect to point number 3 
raised before. The fact that the necessary minimum requirements for a 
gold standard are satisfied by optional practices of the Treasury raises 
a suspicion that our gold-standard position is at best a bit uncertain. But 
in view of the fact that the Treasury has continued to buy and sell gold 
at the fixed price of $35 per ounce for almost thirty years, we are justified 
in concluding that the dollar is in fact a gold standard currency. It might 
be preferable if Congress would eliminate the uncertainty concerning 
future Treasury actions by requiring that gold be freely bought and sold 
at the statutory price. 


The Gold Exchange Standard 

Gold standard countries customarily maintain domestic supplies of 
gold to insure the ready convertibility of their currencies. Such gold may 
be held by the central bank or, as in the United States, by the Treasury, 
which issues gold certificates for the central bank to hold. In other cases 
the central bank holds no gold reserves. Instead a separate government 
agency holds gold needed for maintaining the convertibility of the cur- 
rency. 

Because of the importance of gold as a means for settling international 
debts, the privilege of converting domestic currency into gold for export 
is a more significant gold standard requirement than is the right to con- 
vert paper currency into gold currency for domestic circulation. Con- 
sequently, on occasion, countries with limited gold reserves have sought 
for an economical way to tie the value of their domestic currency to the 
value of gold standard currencies of other countries without maintaining 
a domestic stock of gold for export. This they have accomplished by 
establishing funds on deposit in banks in gold standard countries and 
selling drafts (or checks) on such deposits at a fixed price to holders of 
domestic currency who wish to make payments abroad. This effectively 
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establishes foreign exchange rate stability between the domestic currency 
and foreign gold standard currencies. This arrangement is known as the 
gold exchange standard. 

The principle of the gold exchange standard is a simple one. In its 
early form, it was designed to permit silver standard countries to enjoy 
the advantage of having their currencies so tied to the international gold 
standard as to provide fixed rates of exchange while retaining the tradi- 
tional or customary silver currency for domestic use. Without some device 
for maintaining fixed exchange rates on gold standard countries, silver- 
using countries were in the awkward position of seeing the value of their 
currencies in terms of gold currencies fluctuate with the changes in the 
gold value of silver bullion on the world’s bullion markets. This fluctua- 
tion was unimportant so long as international bimetallism, even on a 
limited scale, helped to maintain a fairly stable ratio between the market 
value of the two metals. It became more acute during the last quarter 
of the nineteenth century, when silver began to drop sharply in value. 
A shift to a complete gold standard by such countries would have been 
both unduly expensive and in conflict with the monetary habits of the 
people. The gold exchange standard was the answer to the problem. 
Similarly, under present-day conditions with paper currencies in domestic 
use, many countries now find it expedient and economical to utilize the 
gold exchange standard system to re-establish their ties with gold. This 
involves the maintenance of funds in the form of bank deposits, treasury 
bills, and other highly liquid investments in countries whose currencies 
are freely convertible into gold. These funds, largely U.S. dollars and 
British pounds, substitute in whole or in part for gold itself as inter- 
national currency reserves. So long as dollars and pounds can be con- 
verted into gold at a fixed price, the gold exchange standard currencies 
are likewise tied to gold. 6 

Methods for maintaining a gold exchange standard system: the old 
Philippine system. The automatic type of gold exchange standard may 
be easily understood by examining the system organized for the Philip- 
pine Islands in 1903. 7 The uncoined gold peso, worth 50 cents in United 


6 The use of the gold exchange standard should be clearly distinguished from gold 
“earmarking” to avoid the expense of actually shipping gold back and forth between 
countries as occasions for gold payments arise. For many years a large part of the 
gold “exported” from the United States to foreign central banks has physically re- 
mained in the custody of the Federal Reserve Bank of New York. The Bank receives 
gold from the Treasury and tags or earmarks it for the foreign central bank con- 
cerned. The gold is placed in a special cage, appropriately marked, in the vaults of 
the F ederal Reserve Bank. On the records the gold has been exported and is no longer 
counted as part of the U.S. gold stock. Gold imports may merely reverse the process 
by_ releasing gold from earmark and transferring it to the Treasury. 

7 For a complete account of the Philippine gold exchange standard, see E. W. Kem- 
merers authoritative work. Modern Currency Reforms (New York: The Macmillan 
Company, 1916), Chapters V-IX. 
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States currency, was made the standard monetary unit. Local currency 
consisted of the silver peso, made light enough to insure against melting, 
and Philippine Treasury certificates redeemable in silver pesos. 

To maintain the parity of the silver peso with the theoretical gold 
peso ( 50 cents ) , the Philippine Government maintained a Gold Standard 
Fund, part of which was held in Manila in pesos and part deposited in 
a New York bank. The Insular Treasurer was required to sell drafts on 
the gold standard fund in New York at the rate of 2 pesos to a dollar. 
Similarly, the Insular Treasurer purchased foreign exchange drafts pay- 
able in gold standard currencies (dollars, etc.) from Philippine exporters 
at a rate of 2 pesos per dollar. 

Philippine importers obtained foreign exchange by giving pesos to the 
Insular Treasurer for the purchase of drafts on the New York fund. These 
pesos were held in the Manila fund. Philippine imports, therefore, caused 
both a decline in the New York fund drawn against and a shrinkage of 
Philippine domestic currency in circulation. Philippine exporters, on the 
other hand, offered foreign exchange drafts for sale to the Insular Treas- 
urer in exchange for pesos. Exports, therefore, tended both to replenish 
the fund in New York and expand the circulation of domestic currency. 
So long as exports and imports were equal in value, the domestic circu- 
lation and the New York fund remained unchanged. When exports were 
in excess of imports, more pesos flowed out of the Treasury fund into the 
Philippine monetary system, tending to raise the level of internal prices 
and to restore equality of imports and exports. On the other hand, an 
excess of imports caused a decrease in the volume of circulating cur- 
rency. This in turn tended to reduce the internal price structure, reduce 
imports, and stimulate exports. Thus the system tended to work auto- 
matically under the established rules. Only when the government made 
the mistake of depositing part of the Manila fund in the Manila banks, 
and thus failed to withhold from circulation the pesos paid in by im- 
porters, did trouble arise. 8 

After World War II, the Philippine monetary system was modified by 
the abandonment of the old regulations designed to tie the peso auto- 
matically to the United States dollar. A new central bank was established 
with the duty of maintaining the external value of the peso at 50 cents. 9 
The central bank, in the interest of promoting the domestic rehabilitation 
of the Philippines through the encouragement of full employment, did 
not impose adequate domestic currency restraint when its dollar reserves 
became impaired. In consequence it was compelled to institute a system 
of exchange control to ration out its insufficient supply of dollars to 
preferred importers. 

8 Hearings Before the Committee on Banking and Currency , U.S. Senate, S3486, 
“Philippine Currency Reserves/' February 27 and March 5, 1936. 

9 Cf. “The Philippine Central Bank Act, Federal Reserve Bulletin , August 1948. 
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In 1962, to escape the awkward results of foreign exchange rationing 
and exchange control, the Philippines abandoned the convertibility of 
the peso into the dollar at a fixed rate. The peso's value was thereby cut 
loose from the value of gold currencies and became free to fluctuate in 
terms of other currencies in the world foreign exchange markets. 

Other countries before 1914 made use of the gold exchange standard. 
The most important example was India, which through administrative 
order, adopted a de facto gold exchange standard. The Indian currency, 
consisting of small coins, silver rupees, and government issued notes, 
was convertible into sterling drafts drawn on London. 

Methods of maintaining a gold exchange standard: central bank man- 
agement. During the last half of the 1920 s many countries used the 
gold exchange standard as a convenient method for restoring fixed parity 
between their currencies and gold. Thirty years later, in the late 1950's, 
after the inconvertible currencies of the Great Depression and World 
War II, many nations of the free world again resorted to the gold ex- 
change standard to provide stable exchange rates and convertible cur- 
rencies tied to gold. This type of gold exchange standard requires that 
central banks, or other monetary agencies of the countries concerned, 
carefully watch both their stocks of gold and the state of their highly 
liquid foreign assets. Any serious erosion of their international currency 
reserves is a signal for domestic credit and fiscal restraint if exchange 
rate depreciation is to be avoided. In other words, the maintenance of 
a gold exchange standard with fixed exchange rates, like the full gold 
coin or gold bullion standard, requires that domestic monetary and 
fiscal policy shall ultimately submit to the restraints imposed by the 
state of a country's balance of payments. 

Advantages and hazards of the gold exchange standard. The gold 
exchange standard offers both advantages and perils. To economically 
weak countries it offers the advantage of investing abroad, at interest, 
some or all of their international currency reserves instead of holding 
idle gold at home. This opportunity to eat one's cake while still having 
it has obvious attractions. This is true whether a country must borrow 
gold funds in foreign money markets to make currency convertibility 
possible, as was often the case in the late 1920's, or it finds such funds 
accumulating from the appearance of adverse balances of payments in 
neighboring countries, as was the case in the late 1950's. Moreover, in a 
world with few convertible “key" currencies, such as the U.S. dollar, it 
is necessary in any event, for other countries to maintain working bal- 
ances in the key currency countries for ordinary foreign exchange pur- 
poses. Consequently, it is an easy step to allow any added accumulations 
to remain on deposit or to be invested in a key currency country. 

The gold exchange standard also contributes an important ingredient 
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to the world currency supply by expanding the total supply o£ inter- 
national currency reserves. Just as in the late 1920’s, there is today grave 
concern over the fact that the monetary value of world trade has out- 
distanced the growth in the supply of monetary gold. To the extent that 
gold must be relied on for the payment of adverse trade balances, the 
deficiency could present serious problems. The rise of the gold exchange 
standard, however, provides added funds that may be used for such 
settlements without comparable increases in the gold stock. This economy 
in the use of gold arises out of the double use of gold reserves of the 
depositary country. For example, when a foreign central bank carries 
$1 million of its reserve funds in New York City there are three possi- 
bilities for varying degrees of gold economy. First, if the $1 million is 
deposited in the Federal Reserve Bank of New York, the gold reserve 
tied up would be $250,000. Secondly, if the funds were carried as a time 
deposit in a commercial bank, the gold reserve requirement would be 
$10,000. Finally, if the funds were invested in Treasury bills, bankers’ 
acceptances, or other highly liquid money market assets, no reserve gold 
would be tied up. 

In spite of the advantages of the gold exchange standard there are 
some obvious perils. First, the country depending upon foreign bank de- 
posits and money market assets for liquidity is exposed to the risk that the 
depositary country may default on its promise to convert its currency 
into gold. Such a default may take the form of devaluation through a 
reduction in the gold parity of its currency, or of switching over to com- 
plete inconvertibility. The risk from the latter action is well illustrated 
by the sharp losses suffered by the Bank of France on its London funds 
when England was compelled by runs on its gold stock to suspend gold 
payments in 1931. The constant risk of runs on the gold stock of the 
depositary focuses sharp attention upon the possible threat to world 
currency stability. The gold exchange standard can work successfully 
only so long as there is complete confidence in the ability and willingness 
of the depositary country to convert its currency into a predetermined 
quantity of gold. 

The hazards of the gold exchange standard system to the depositary 
country constitutes a second peril. Between 1957 and 1963 the United 
States balance of payments was continuously unfavorable. This meant 
that the country’s imports of goods and services, its foreign investments, its 
military expenditures abroad, and its foreign aid consistently exceeded the 
value of its exports of goods and services. As a result its short-term debts 
to foreigners, represented by gold exchange type balances, rose by over 
6.6 billion dollars. Without some form of gold exchange standard the 
United States would have had to export 6.6 billion dollars more gold to 
make payment. In such a case its gold losses would have been so severe 
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as to dictate strong measures to correct the unbalance. Instead of taking 
gold, however, many countries have been content to hold part if not all 
of their balance of payments earnings in the form of highly liquid claims 
against U.S. dollars. Two disturbing developments have sharply, if be- 
latedly, pointed up this unfavorable balance of payments position. First, 
some foreign exchange creditors have wished to convert at least a part 
of their U.S. dollar acquisitions into gold. This is a normal attitude of 
foreign monetary authorities. Consequently the United States awakened 
to the fact that not only were its short-term liabilities to foreigners in- 
creasing, but its gold stock had declined sharply. Secondly, the persisting 
balance of payments deficit, along with visible losses of gold, finally gave 
rise to an opinion in some quarters that the dollar would have to be 
devalued. This fear of dollar devaluation, though confined to private 
rather than to official holders of dollars, for a time threatened to set off 
a speculative flight from the dollar. Such flight tendencies diminished 
in the face of defensive steps taken by the United States but, even so, 
during the years 1960 and 1961, gold losses were about 2.6 billion dollars. 

The changing status of U.S. short-term indebtedness, as well as changes 
in the gold stock of the United States is shown in Table 3.1. 

Table 3.1 

U.S. Short-Term Liabilities to Foreign Countries * 
and the U.S. Treasury Gold Stock 1952-1963 
(In millions of dollars) 


Year End 

Short-Term Liabilities to Foreign Countries 

Treasury Gold 

1952 

8,961 

23,187 

1953 

10,019 

22,030 

1954 

11,149 

21,713 

1955 

11,720 

21,680 

1956 

13,487 

21,949 

1957 

13,641 

22,781 

1958 

14,615 

20,534 

1959 

16,232 

19,456 

1960 

17,371 

17,767 

1961 

18,781 

16,975 

1962 

19,855 

16,057 

July 1963 

20,530 

15,677 


* Not including $3,715 million liabilities to international banking and monetary 
institutions up to the end of 1961 and $5,000 million at the end of 1962. 


Paper money exchange standards of the 1930’s. When England 
abandoned the gold standard in 1931, a number of other countries having 
close commercial ties with her took similar action. Because of their trade 
relations with England, they soon found it advantageous to maintain a 
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fairly fixed ratio between their own currencies and the pound sterling. 
They elected, therefore, to tie their currencies to the depreciated paper 
pound rather than to try to cling to the gold standard. The central banks 
of these countries maintained reserves in the form of London balances. 
The procedure was almost identical with that under the postwar gold 
exchange standard, except that their currency was maintained at a fixed 
relation with, and was convertible into, paper pounds instead of a gold 
standard currency. Further, unlike the gold exchange standard, the 
parities maintained with sterling were not rigidly fixed but were allowed 
to shift somewhat as national interest seemed to dictate. England and 
the countries that tied their currencies to the pound were popularly 
known as the Sterling Area. Figure 3.1 shows the relation of the cur- 
rencies of some of these countries to the pound. It clearly points out that 
the tie-up with sterling was at best a loose one. In general, countries not 
under British control allowed their currencies to depreciate somewhat 
more than did the pound before beginning their stabilizing efforts. More- 
over, if it later seemed desirable, still further depreciation was per- 
mitted. 10 

Managed Paper Standards 

Many unkind things have been said about inconvertible or fiat paper 
currency. This is hardly surprising when we remember the circumstances 
surrounding most of the world's experiences with such standards. One 
need only recall the French assignats, the Continental currency of our 
own Revolutionary War, the Civil War greenbacks, and modern postwar 
monetary experiences to understand the skeptical attitude toward paper 
money. To the average person, it is synonymous with uncontrolled and 
uncontrollable price inflation, with all its connotations. But to no small 
degree this unsavory reputation is the result of an association with diffi- 
cult and troublous times. In a world wedded to the ideal of a gold or 
other metallic standard, inconvertible paper was often used only as a 
last resort when economic and political circumstances were so distorted 
as to make adherence to metallic standards untenable. Thus, incon- 
vertible paper money has inherited a reputation in economic thinking 
that is by no means entirely deserved. The favorable experience of 
England and the Sterling Area countries after 1931 has helped dispel a 
great deal of suspicion formerly held by conservative persons. 

10 For more detailed information as to the actual rates of exchange between the 
pound and other Sterling Area currencies in the 1930's, see the League of Nations, 
Monetary Review , 1936-37, 1937, pp. 19-22. Thirteen countries were listed as being 
in the Sterling Area. They were Sweden, Finland, Denmark, Norway, New Zealand, 
Portugal, Japan, South Africa, Siam, India, Australia, Estonia, and Argentina. 
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League of Nations , Monetary Review, 1937, pp. 112-13. 

Fig. 3.1. Deviation of Exchange Rates of Representative Sterling-Area 
Countries from Gold Parities of 1929. Parity = 100. 


During and since the depression of the 1930’s, statesmen and econo- 
mists have considered seriously the possibilities of providing their indi- 
vidual countries with a money mechanism more satisfactory than gold. 
Many have come to believe that inconvertible paper under normal cir- 
cumstances and intelligent control provides greater stability of prices 




monetary standards 


45 


and business activity than is provided by gold, which at best is only a 
fair-weather standard. 


A Comparison of Monetary Standards 

Early in this chapter we noted that the requirements for a good mone- 
tary standard were so exacting that no single type of money could be 
expected to be entirely satisfactory. Domestic requirements call for (1) 
a money of sufficient stability in value to prevent economic disturbances 
arising from purely monetary causes; and (2) a money that permits 
domestic fiscal and monetary action to resist depression and unemploy- 
ment. In contrast, a monetary system externally should lend itself to the 
promotion of international trade and international lending. This is needed 
if a country is to join with the rest of the world in the enjoyment of the 
bounties of international specialization and exchange. To what extent, 
then, do the several types of money standards fulfill the requirements? 

Bimetallism may be dismissed from consideration on the grounds 
that it is unlikely to be a serious candidate for adoption as the monetary 
standard. Gold, on the other hand, is still strongly favored, as witness our 
own adherence to gold and the widespread adoption of the gold exchange 
standard. Although a casualty of the two world wars and the Great 
Depression of the 1930's, gold still commands respect and even affection 
in many circles. What, then, are its main virtues and its limitations? 

The advantages of the gold standard. At the end of World War II 
the gold standard of the United States, a golden island in a world sea 
of paper currencies, could not in itself convey many of the blessings 
usually associated with a world gold standard. Gold reserves were so 
immense that reserve requirements provided no restraint on the quantity 
of domestic currency and credit. And, because other currencies were 
not freely convertible into gold, there was no automatic assurance of 
stable exchange rates between the dollar and the currencies of other 
countries. 

With the reappearance of the gold exchange standard one may well 
ask what benefits may be expected. First, when all currencies are con- 
vertible into gold at a fixed rate and with the right of free export of gold, 
the gold reserves of the world, limited by the slow and arduous process 
of gold mining, provide a top limit to the over-all world supply of cur- 
rency and credit. This limit grows out of the necessity, both legal and 
customary, of carrying substantial amounts of gold reserves to insure gold 
convertibility. Secondly, each individual country is compelled to^exercise 
restraint in its issue of currency and credit, Failure to practice adequate 
restraint results in a country's getting “out of step" with the rest of the 
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world. When this occurs, currency expansion within the country permits 
and encourages a rise in its internal price level that checks its exports, 
stimulates its imports, and induces an outflow of gold to the outside world. 
To maintain convertibility of the currency into gold a country must allow 
and even impose restraints sufficient to maintain its domestic price level 
at the point where its balance of payments is in substantial equilibrium. 

A third advantage of a world gold standard rests in its effect on inter- 
national rates of exchange. Because of the free convertibility of world 
currencies into exportable gold, rates of exchange between gold standard 
currencies are stabilized. They cannot vary from their relative gold 
parities by more than the cost of converting currency into gold and 
shipping it to the other country. For example, should the British pound 
contain the same amount of gold as $2.80, the exchange rate ( the price 
of one currency in terms of the other ) could not differ much from £, 1 = 
$2.80. 

Weaknesses of the gold standard. The shiny merits of a world gold 
standard are somewhat dimmed in actual experience. First, although 
gold fixes an over-all limitation of the quantity of money in the gold 
standard world and provides protection from the vagaries of uncon- 
trolled paper currencies, it is quite incapable of assuring the world that 
the money supply will expand at a rate needed to assure stable prices. 
In fact, history demonstrates that world gold currencies have been sub- 
ject to substantial long-run changes in value. 

Secondly, the pressure of a world gold standard to restrain individual 
countries from excessive monetary expansion becomes inoperative at 
the very time of greatest need. The greatest threat to currency stability 
is war. But when war breaks out, a first step taken by belligerents is to 
throw off the binding shackles of gold convertibility, for it is unthinkable 
that the prosecution of war should be hindered by the adherence to gold. 

Finally, the stable exchange rates of the international gold standard 
exact a serious price. The necessity for keeping “in step” with the outside 
world compels each country to allow its price level to adjust to the 
changes in the outside world. Inflation abroad will inexorably dump gold 
into the noninflated country until its prices rise. More serious is the effect 
of a foreign depression. Should one country try to fend off the spread of 
depression by domestic monetary expansion, it finds that adherence to 
gold convertibility is a serious handicap. Any monetary and fiscal steps 
that it may undertake to maintain domestic prices and employment tend 
to shrink exports, encourage imports, and generate a gold drain out of 
the country's monetary system. There is danger that eventually the loss 
of gold reserves will compel either the abandonment of the policy of 
stabilization at home or the abandonment of gold convertibility. 

The advantages of inconvertible paper standards. The international 
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gold standard offers the twin advantages of setting limits on monetary 
expansion and providing an international currency with stable rates of 
exchange between individual countries. The price exacted is the lack of 
freedom for individual countries to regulate their own price levels and 
monetary supply in the interest of domestic stabilization. In sharp con- 
trast, the claims that can be made for inconvertible paper currencies are 
just the opposite. Such currencies permit individual countries to regulate 
their monetary supplies in the interest of domestic stabilization. But this 
freedom to control their domestic currency, in turn, removes the limiting 
influence of gold convertibility and the stability of exchange rates related 
to such convertibility. 

The issuance of inconvertible paper money has sometimes been so 
unrestrained that it has become the source of extreme inflation. Yet there 
are reasons to believe that a responsible government ought to be able 
to avail itself of the benefits of managed paper currency without suc- 
cumbing to the flagrant evil of inflation . 11 

The objections to inconvertible paper currencies. The objections to 
inconvertible paper standard currencies are easy to understand. First, 
there is the possibility of excessive issue and consequent inflation, with 
the well-recognized evil results. There is always the chance that the 
moral fortitude of the monetary authorities will prove inadequate to 
resist inflationary pressure. Secondly, an independent paper currency 
that insulates the domestic price level from changes in prices and busi- 
ness in the outside world will lead to instability of foreign exchange 
rates. It is pretty well agreed that exchange rate instability hinders for- 
eign trade and foreign lending and tends to be made worse by its invita- 
tion to speculative activity. 

The reasons for exchange rate instability with managed inconvertible 
paper currencies may be readily understood. Let us suppose a threat of 
depression, originating abroad, induces a country to take energetic 
monetary and fiscal measures to prevent domestic deflation and unem- 
ployment. If, as a result, domestic prices are held at their existing level 
while foreign price levels fall, the country concerned will find it increas- 
ingly hard to sell to the countries with lower prices and increasingly 
easy to purchase from them. In other words, an "unfavorable” balance of 
payments with the outside world will inevitably appear. Under the 
international gold standard, an unfavorable balance will cause a drain 
of gold and will impose a fall in the domestic price level to the point 

11 The favorable experience of England during the 1930’s strengthened the belief in 
the possibility of combining restraint with monetary management of inconvertible cur- 
rencies. Yet one cannot be too optimistic about the resistance of managed currencies 
to overexpansion. Cf. D. H. Robertson, Money (New York: Pitman Publishing Cor- 
poration, 1948), p. 147. 
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at which the necessary import and export balance is restored. This result, 
of course, defeats attempts at monetary management. 

It is the merit of inconvertible paper currencies that under similar 
circumstances domestic prices need not be forced down. But, because a 
country must eventually pay for its imports by exporting, something must 
be done to increase exports and check imports without reducing the 
domestic price level. This can be accomplished by a reduction in the 
foreign exchange value of the domestic currency . To use a simple exam- 
ple, assume that, at the beginning, trade between England and the 
Western World (represented by the United States) is in balance. The 
price level index in both the United States and England is 100, and the 
rate of exchange is £1 = $4.00. Now let us assume that depression forces 
the price level of the United States and the rest of the outside world to 
fall by 25 per cent to an index of 75. At the same time prices in England 
are maintained at 100. If the exchange value of the British pound in 
terms of dollars should be reduced by 25 per cent, the effect on British 
trade would be about the same as if the British price level were forced 
down 25 per cent. Actually, the natural forces of the foreign exchange 
market tend to bring about this cheapening of the pound needed to 
restrain imports, expand exports, and restore balance in foreign trade. 
The beauty of managed inconvertible paper currency, of course, is that 
by allowing the exchange value of a currency to slide downward it is 
possible to resist domestic price deflation and the resultant aggravation 
of unemployment in the face of depression in the outside world. 

After World War II many countries used managed paper currencies 
as a tool to promote domestic employment and economic expansion. At 
the same time they tried to avoid the trouble of flexible and changing 
exchange rates by establishing and maintaining 'official” exchange rates 
at some fixed point. Whenever the degree of monetary expansion and 
inflation in one of these countries exceeded that of the outside world, its 
exports fell, its imports expanded, and it found itself in trouble. But 
neither the deflationary correctives of the gold standard nor the fall in 
the foreign exchange value of the currency was allowed to take place. 
Consequently, other steps had to be taken to reduce imports and, where 
possible, to expand exports. Quotas, tariffs, and rationing of scarce for- 
eign exchange were invoked to reduce imports. Subsidies and bilateral 
trade agreements were used to encourage exports. 

This brief review of some of the good and bad features of the different 
types of monetary standards reveals clearly that there is no single, easy 
answer to the quest for the “best” monetary standard. The whole ques- 
tion of the problems associated with the use of gold and inconvertible 
paper money standard currencies will be examined in more detail in 
Chapter 36. 
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Questions for Study 


1. A country’s monetary standard must be judged by its suitability both for 
domestic use and international trade. Why is this so? 

2. Can you explain why Gresham’s Law came into operation so often under 
bimetallism? 

3. What theoretical arguments have been raised in favor of bimetallism? 

4. What minimum requirements should be fulfilled if a country is to be on 
the gold standard? To what extent does the United States’ system qualify? 
Do you agree with those who hold that the gold standard requires that 
individuals be given the right to have gold coins? 

5. Why was the gold bullion standard adopted by England in 1925? 

6. In order for a world gold standard to be workable and tolerable, disturb- 
ances in trade and price levels must be held to small proportions. Why? 

7. Before World War II the Philippine gold exchange standard was auto- 
matic in its operation. Why was this so? 

8. What essential difference is introduced when central bank management of 
such a system is substituted for automatic regulation? 

9. What is the present status of the gold standard? 

10. Explain its reappearance. 

11. What is the impact of the gold exchange standard on: 

a) the supply of international currency reserves? 

b) the balance-of-payments problem of the United States? 

c) the importance of confidence, both at home and abroad, in the U.S. 
dollar? 

12. Examine Fig. 3.1 and compare the behavior of the Sterling Area countries 
with the present gold exchange standards. 

13. What are the merits of a world gold exchange standard? What are its dis- 
advantages in the modem world? 

14. What reasons can you give for individual countries’ maintaining independ- 
ent inconvertible paper currencies? What are the difficulties that arise with 
such currencies? 



chapter four 


THE MONETARY SYSTEM 
OF THE UNITED STATES 


The present day monetary system of the United States can best be under- 
stood against a background of its historical development. Limits of time 
and space permit but the briefest outline of the country's earlier experi- 
ences, but the depression of the 1930's brought changes of such magni- 
tude and significance as to merit a more detailed examination. 


The United States Monetary System Before 1933 

After the Revolutionary War the newly founded United States became 
heir to a miscellaneous collection of currencies. These currencies in- 
cluded the paper money issues of the Continental Congress and of the 
individual states, and also English, French, Portuguese, and Spanish coin. 
To simplify and bring order to the currency, Congress chartered the 
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Bank of the United States in 1791 and gave it note-issuing powers. A 
year later, Congress established a bimetallic monetary system with the 
silver and the gold dollar as the official monetary unit. 

The dollar, 1792 - 1834 . The new American dollar contained 24.75 
grains of fine gold or 371.25 grains of fine silver. Thus, the mint ratio 
between the two metals was 15:1 and was chosen in the belief that it 
corresponded to the market ratio. However, because of the powerful 
influence of the French monetary system, which had a mint ratio of about 
15.5:1, the world market ratio between gold and silver was close to 
15.5:1. Consequently the silver dollar was overvalued, or too light, and, 
in keeping with Gresham’s Law, became the sole standard money in 
circulation. 

Because there was very little domestic production of gold or silver, the 
new currency system was largely dependent upon silver from the West 
Indies. But the silver so acquired was largely drained away by the un- 
favorable balance of trade with England, leaving the domestic silver 
supply inadequate for the expanding needs of the growing country. As 
a consequence there was a constant clamor for bank note currency to fill 
the needs. 

The silver currency was in a disorganized and unsatisfactory condition. 
At that time the Spanish silver dollar was in common use in the New 
World. When unworn and of full weight, it contained more silver than 
the newly minted United States silver dollar. Consequently, although the 
law stated that the two were to be of equal value, the unworn Spanish 
dollar commanded a premium. But the bright, shiny, newly minted 
American dollars, in spite of their lighter weight, found ready acceptance 
in the West Indies and a profitable business of exchanging new American 
dollars for the tarnished but heavier Spanish dollars developed there. 
Spanish dollars were brought to the United States, melted, and recoined 
into the lighter American dollars. However, the worn Spanish dollars 
were generally lighter in weight than the new American dollars. There- 
fore, in obedience to Gresham s Law, the worn Spanish dollars remained 
in general circulation in the United States in place of the new American 
dollars. The United States mint was thus actively minting silver dollars, 
but the supply of coins in the country did not show any corresponding 
increase. To stop the needless expense, the coinage of silver dollars was 
suspended in 1805 and no more were coined until after 1834. The coinage 
of silver half-dollars was continued, however, with substantially the 
same results as those that attended the coinage of silver dollars. 1 

1 Edwin W. Kemmerer, Money (New York: The Macmillan Company, 1935), pp. 
339-340. Also cf. J. L. Laughlin, History of Bimetallism in the United States (New 
York: Appleton-Century-Crofts, Inc., 1888), pp. 52-54. At President Jefferson's direc- 
tion, James Madison, then Secretary of State, wrote a letter to the Director of the 
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Bimetallism, 1834*1861. In 1834 the coinage laws were changed to 
make the gold eagle ($10 piece) contain 232 grains of fine gold instead 
of 247.5 grains; the silver dollar was left unchanged with 371.25 grains of 
fine silver. This made the mint ratio 16:1. The market ratio in the mean- 
time stood at 15.7:1. The result was the gradual replacement of silver 
by gold coins. In 1837, further changes in the coinage laws provided that 
both gold and silver coin should be minted from bullion nine-tenths fine. 
Two-tenths of a grain of fine gold was added to the gold eagle. The gold 
dollar then contained 25.8 grains of nine-tenths fine gold and the silver 
dollar contained 412.5 grains of nine-tenths fine silver. 2 

The discovery of gold in California, Australia, and Russia pushed the 
output of gold to unprecedented heights, and gold became cheaper in 
relation to silver. By 1853 the market ratio had become 15.4:1 and the 
pressure to melt silver coins increased. Although badly needed for small 
change, small silver coins could not be kept in circulation. To remedy 
this, subsidiary silver coins were reduced in weight by 6.91 per cent. The 
total weight of one dollar s worth of subsidiary silver coins was thus re- 
duced from 412.5 grains to 384 grains. This placed subsidiary silver coins 
definitely in the position of token money, with a face value above their 
bullion value. At the same time the right of free coinage of subsidiary 
silver was withdrawn and its legal tender powers limited. 3 

The greenback period of 1861-1879. The outbreak of the Civil War 
put heavy pressure on the Treasury. Reluctance to increase taxes and 
the initial difficulties in borrowing led Congress to authorize the issue 
of legal tender United States notes. During 1862 and early 1863 about 
$450,000,000 of these notes, known as greenbacks , were issued. They were 
from the beginning inconvertible into gold and consequently sold at 
varying discounts in terms of gold. 4 

Both subsidiary silver and gold disappeared from circulation during 
the greenback depreciation period. It was 1877 before the paper cur- 
rency had risen in value to the point where it was no longer profitable to 
melt the debased subsidiary silver, and silver change again appeared in 
circulation. 5 The redemption of greenbacks in gold began in 1879. 

The greenbacks were the source of much political controversy. The 


Mint ordering the cessation of the coinage of silver dollars. Although the letter was 
dated May 1, 1806, other evidence indicates that coinage of the dollar was actually 
suspended in 1805. Cf. David K. Watson, History of American Coinage (New York: 
G. P. Putnam's Sons, 1899), pp. 74-75. 

2 Laughlin, op. cit., pp. 70-74. Previous to this, silver coins had been eight-tenths 
fine and gold coins were eleven-twelfths fine. 

3 Ibid., pp. 79-85. 

4 Cf. Kemmerer, op. cit.. Chapter XII. 

5 Laughlin, op. cit., pp. 90-91. 
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conservatives urged that they be retired at the earliest possible moment 
until their parity with gold was restored. Others, anxious to expand the 
money supply in order to remedy the depression of 1873-1879, proposed 
that the issue be increased. In 1878 the quantity was finally frozen at 
$346,681,000, the present figure. 

Being legal tender, greenbacks could be used to pay all debts except 
those made expressly payable in gold or silver coin. Consequently it 
became the common practice to insure against the contingency of receiv- 
ing debt payment in depreciated currency by including a “gold clause" 
in all bonds. This clause expressly required payment “in gold coin of the 
United States of the present standard weight and fineness/" Such clauses 
remained in common use until abrogated by congressional action in 1933. 

The end of bimetallism. When the coinage laws were revised in 
1873, the privilege of converting silver bullion into standard silver dollars 
was omitted and the United States currency was put on a monometallic 
basis. This omission later became known as the Crime of "73, but the 
action passed unnoticed at the time because silver, since 1834, had been 
too valuable for profitable coinage. Very soon, however, the question of 
the free coinage of silver became a political issue of first magnitude. 
Silver became cheaper under the double impact of great silver discoveries 
in the West and the closing of European mints to free coinage. By 1876 
the market ratio of gold to silver had reached 17.75:1, making it profitable 
again to coin the silver dollar. Silver miners demanding free silver were 
joined by the agricultural debtor group that hoped for relief from the 
pressure of falling prices by an expansion of the supply of silver currency. 
In spite of great pressure, bimetallism was not restored. Instead, com- 
promises were made that involved the purchase of silver by the Treasury. 

The Silver Purchase Acts of 1878 and 1890. The Bland- Allison Act 
of 1878 required the Treasury to make monthly purchases of between 
$2 million and $4 million worth of silver. It was supplanted by the 
Sherman Silver Purchase Act of 1890 (in force until 1893), which in- 
creased the mandatory purchases to 4 million fine ounces of silver per 
month. These acts added $576,166,000 of silver currency (silver dollars 
and certificates) to the country’s monetary supply. 

Pressure for the restoration of free coinage of silver at the old statutory 
ratio of 16:1 became a dominant political issue in the presidential cam- 
paigns of both 1896 and 1900. Both times the advocates of bimetallism 
were defeated. In the meantime the Gold Standard Act of March 14, 1900 
definitely committed the country to the gold standard. 

The gold standard, 1879-1933. The Resumption Act of January 14, 
1875, provided that the convertibility of legal tender greenbacks into gold 
should begin on January 1, 1879. From that time until 1933, with the 
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exception of World War I (when gold exports were limited), gold was 
the standard money of the country. This was true in spite of the attempts 
to restore bimetallism and the silver purchase acts mentioned above. 


The Abandonment of Gold , 1933 

The depression of the 1930's resulted in many changes both in the 
monetary structure of the United States and in that of the world at large. 
Under the impact of economic collapse old and established systems broke 
down. One of the most significant victims was the gold standard and the 
international network of currencies and trade associated with it. 

The bank holiday. As the depression worsened during the years 1930- 
1932, banks were caught between the falling value and liquidity of their 
loans and security investments and the rising pressure of deposit with- 
drawals. Losses of deposits that arose out of economic readjustment 
during the depression were augmented by “runs" that developed as bank 
failures increased and public confidence in bank solvency declined. The 
cumulative increase in failures among banks finally led to the closing of 
all banks on March 6, 1933 by a Presidential order declaring a general 
banking holiday. Later in the month, banks that were certified by state 
and national supervisory bodies as being solvent were permitted to re- 
open. 

During those bitter days of bank and business failure, price deflation, 
and economic distress that preceded the bank holiday, the United States 
clung steadfastly to the gold standard. Not until after the New Deal 
Administration assumed office on March 4, 1933, pledged to take effective 
steps to relieve the depression and to restore prosperity, did changes in 
the monetary structure make their appearance. 

The retreat from gold convertibility. The bank holiday accomplished 
its purpose of stopping depositors' runs and the hoarding of cash. When 
the banks were reopened and currency was again freely available, banks 
were not allowed to pay out gold; all gold payments and gold exports 
were put under Treasury regulation. 

On April 5, 1933, a Presidential order required that all gold and gold 
certificates held by banks and by the public be turned in to the Federal 
Reserve Banks. This action, while concentrating gold in the hands of the 
central banking system, did not constitute an abandonment of the gold 
standard, since banks were allowed to carry on normal foreign exchange 
transactions and were allowed freely to obtain gold for export. 

On April 20, however, a new Presidential order repudiated the existing 
practice of permitting gold export and definitely banned both the export 
of gold and its earmarking for foreign account. Early in July, 1933, Sec- 
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retary Hull, in a session of the World Economic Conference, presented a 
statement from President Roosevelt which condemned as a “specious 
fallacy” attempts to achieve what he called an artificial and temporary 
foreign exchange stability instead of seeking suitable and stable purchas- 
ing power for currencies. Under the impact of this rejection of a policy 
of exchange rate stability, speculative pressures against the dollar in- 
creased, driving it to a discount of 30 per cent in July and 35 per cent 
in September in terms of European Gold Bloc currencies. 6 The deprecia- 
tion of the inconvertible dollar in terms of the gold French franc was as 
follows: 


1932 

= 100 

1933 


April 

= 95.2 

May 

= 85.4 

June 

= 81.5 

July 

= 71.7 

August 

= 72.9 

September 

= 67.8 

October 

= 67.0 

November 

= 62.3 

December 

= 64.0 

1934 


January 

= 63.1 


Two reasons lay behind the abandonment of gold convertibility of the 
dollar in 1933. First, it removed the threat of gold loss as a possible check 
to domestic price and output expansion. Secondly, there was the possi- 
bility that the depreciation of the dollar in terms of foreign currencies 
might encourage United States exports and thus help domestic economic 
recovery. The example of England and the rest of the Sterling Area 
countries that experienced a substantial improvement following the 
abandonment of gold in 1931 strengthened the case for the abandonment 
of gold convertibility here. 


The Devaluation of the Dollar 

After the reopening of the banks and the abandonment of gold con- 
vertibility, business and prices sharply improved during the second 
quarter of 1933. However, new signs of weakness appeared in early 
autumn. Farm prices and industrial output fell decidedly from the July 
peak. The Administration s efforts to raise prices and employment seemed 
to be bogging down and some new stimulus was needed, 

6 On this point see H. V. Hodson, Slump and Recovery , 1929-37 (New York: Ox- 
ford University Press, 1938), Chapter VI. 
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Authority to reduce the gold content of the dollar. The price and 
monetary theories of Professor George F. Warren had already captured 
the imagination of many who sought relief from low prices. Warren held 
that “by reducing the weight of gold in the dollar any desired price level 
can be established.” 7 There was support for reducing the gold value of 
the dollar in other circles also. The advantages of currency depreciation 
as a stimulant to exports began to appear attractive in the light of the 
economic recovery in the Sterling Area after its abandonment of gold 
and the depreciation of its currencies. Consequently those who favored 
the attempt to stimulate export trade by currency exchange depreciation 
joined in favoring the reduction in the gold content of the dollar. 8 

The Thomas Amendment, or “Inflation Rider,” of the Agricultural 
Adjustment Act of May 12, 1933, reflected the influence of the pressure 
for devaluation. Among other things it authorized but did not require 
the President to reduce the weight of the gold dollar to not less than 50 
per cent of its existing weight. 9 

The President did not immediately see fit to exercise his power to 


7 George F. Warren and Frank A. Pearson, Prices (New York: John Wiley & Sons, 
Inc., 1933), p. 371. 

8 The better opinion holds that the business and price level improvement enjoyed 
by the Sterling Area countries after the pound had become inconvertible and had de- 
preciated substantially in terms of gold currencies was not the result of depreciation 
itself. Rather, abandonment of gold convertibility relieved the Sterling Area from the 
continuing deflationary pressures still besetting the gold standard world and permitted 
the development of an area of recovery in the otherwise depressed world. At the time 
of the devaluation of the dollar (1933-1934) there was widespread support for the 
notion that the benefits of exchange depreciation came from the stimulus to exports, 
the reduction of imports, and a consequent “export of one’s unemployment.” 

9 Other provisions of the Thomas Amendment were: 

1. The President and the Secretary of the Treasury might encourage the Federal 
Reserve Banks to purchase an additional $3 billion of United States obligations with- 
out incurring any penalty for possible reserve deficiency. 

2. The President might direct the Treasury to issue up to $3 billion in currency 
(greenbacks). This privilege, never exercised, was removed by congressional action 
on June 12, 1945. 

3. The President might establish bimetallism. This power expired unused on Tune 
30, 1943. 

4. For a six-month period the President might accept up to $200 million in foreign 
silver on inter-governmental debts. 

5. All coins and currency issued under the authority of the United States were 
made full legal tender. A Congressional Joint Resolution on June 5,. 1933, specified 
that Federal Reserve notes, Federal Reserve bank notes, and national bank notes 
should be included as legal tender. 

Only two immediate changes resulted from the passage of the Thomas Amendment: 

( 1 ) The legal tender provision corrected the anomalous situation created by the regu- 
lations making it illegal to hold gold or gold certificates,* and (2) a small amount of 
silver was received from abroad on war-debt payments. No other discretionary powers 
were exercised until January 31, 1934, when the President devalued the dollar under 
the authority of the Thomas Amendment as amended by the Gold Reserve Act of 1934. 
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reduce the gold content of the dollar under the authority of the Thomas 
Amendment. Instead, he ordered the Reconstruction Finance Corpora- 
tion, a government agency established in 1932 to give financial aid to 
distressed banks and other institutions, to purchase gold at prices above 
the statutory price of $20.67 per fine ounce. This action tended to reduce 
the value of the dollar in terms of gold. Gradually the RFC pushed up 
its buying price for gold until, by the end of 1933, it reached $34 per 
ounce. 

The Gold Reserve Act of 1934. In January, 1934 the Administration 
determined to try out-and-out devaluation of the dollar in its attempt to 
raise prices. It sponsored a new law, the Gold Reserve Act of 1934, which 
amended the Thomas Amendment to the Agricultural Adjustment Act of 
1933, to require that the President reduce the gold content of the dollar 
to some point between 50 and 60 per cent of its old gold content. 10 In 
addition, the Act provided that: 11 

1. A stabilization fund of $2 billion be established out of the profits 
of the devaluation of the dollar. This fund might be used by the Secre- 
tary of the Treasury to deal in gold, foreign exchange, and other in- 
struments of credit, and was to have an existence of two years. Sub- 
sequently its life was extended indefinitely by congressional action. In 
1945 the Treasury was directed to use $1.8 billion from the fund to 
pay the United States’ subscription to the International Monetary Fund. 

2. All gold coin and bullion should become the property of the Treas- 
ury; all gold coinage should be prohibited and any existing coin melted 
into bars. 

3. Gold certificates should take the place of gold as reserves of the 
Federal Reserve Banks. 

4. The Treasury should regulate and control all dealings in gold for 
industrial purposes and for export. Moreover, it was authorized to buy 
and sell gold at such prices and in such amounts as was deemed to be 
in the public interest. 

On January 31 the President, by proclamation, fixed the gold content 
of the dollar at 15% x grains of gold % 0 fine. The new dollar therefore 
was given a gold content equal to 59.06 per cent of its old gold content; 
in terms of the new gold dollar the price of gold was fixed at $35 per fine 
ounce. The gold dollar will remain at its present size unless Congress 
authorizes changes at some time in the future. 


10 The law originally allowed the President to shift the gold content within the pre- 
scribed limits at any time for a period of two years, plus one additional year should 
emergency conditions appear to require it. Congress subsequently extended the time 
limit. The authority expired without further devaluation on June 30, 1943. 

11 For the text of the Gold Reserve Act of 1934, see the Federal Reserve Bulletin , 
February 1934. 
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The Return to the Gold Standard 

Immediately following the devaluation of fhe dollar on January 31, 
1934, and the fixing of the price of gold at $35 per fine ounce, the Treas- 
ury began to buy gold freely from licensed holders 12 at $35 per ounce 
less one-fourth of 1 per cent handling charge. It also undertook to sell 
gold to licensed industrial users at $35. Furthermore, it agreed to export 
gold to foreign central banks or governments in order to maintain the 
foreign exchange value of the dollar at the new gold parity. 

Despite the provisions of the Gold Reserve Act, which permit the 
Treasury to buy and sell gold at any price 4 most advantageous to the 
public interest,” the door has been effectively closed to future changes 
in the price of gold by administrative act. The Bretton Woods Agree- 
ments Act of July 31, 1945, authorizing membership of the United States 
in the International Monetary Fund, states that there shall be no change 
in the gold value of the dollar without congressional action. Moreover, 
under the rules of the Fund, gold may be purchased and sold at a price 
that is not more than one-fourth of 1 per cent away from gold parity, and 
members of the Fund must purchase gold at par from the Fund upon 
request. Apparently the Treasury is not required to sell gold if such 
actions appear to the Secretary as being not in the public interest. Con- 
gressional action will be required to make the sale of gold at $35 per 
fine ounce mandatory for the Treasury. However after nearly thirty 
years, the practice of selling gold at its statutory price is unlikely to be 
abandoned. 

The repeal of the gold clause in contracts. With the withdrawal of 
the right of private citizens to possess gold or gold certificates, an 
anomalous situation arose in connection with the provision, commonly 
appearing in debt contracts, that payment was to be made in dollars 
containing 25.8 grains of gold .900 fine. The existence of such provisions 
is explained by the experience of creditors in the paper money period 
following the Civil War, when ordinary debts incurred before the sus- 
pension of gold payments were discharged by the payment of the incon- 
vertible and depreciated paper currency, whereas debts expressly payable 
in coined dollars could be satisfied only by payment in such dollars. 13 

To meet this situation, Congress passed a Joint Resolution approved 
by the President on June 5, 1933, declaring that contracts to pay obliga- 


12 The license requirement prevents illegal hoarders of old gold coin from selling 
their gold at the new price of $35 per ounce. 

13 For a good summary of the Legal Tender Cases of this period, see Kemmerer, 
op. cit ,, pp. 260-268. 
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tions in gold or in any particular kind of coin or currency, or in an amount 
in money of the United States measured thereby, to be against public 
policy. All obligations were therefore to be discharged by the payment, 
dollar for dollar, in any legal tender money, that is, any coin or currency 
of the United States. The constitutionality of this resolution was con- 
tested in the Federal courts, and a final decision was given by the United 
States Supreme Court on February 18, 1935. In these cases two issues 
were presented. Two cases represented attempts of creditors to collect 
the equivalent of the old gold dollars in terms of the smaller new dollar 
from a private debtor. A third case arose out of the attempt of a holder 
of $10,000 in Liberty bonds to collect $16,931.25 from the Treasury in 
new gold dollars when the bonds were due. In the case of the actions 
brought to collect the equivalent of old gold dollars from private debtors, 
the Court held that, since Congress has the right to regulate the currency, 
the exercise of such a right could not be fettered or obstructed by limita- 
tions placed in private contracts. It therefore refused the plaintiffs a 
remedy. In the action against the United States Government itself, the 
Court held that Congress did not have the power to abrogate existing 
contractual obligations of the government. Therefore it held that the 
plaintiff had a cause of action for breach of contract. But, because the 
plaintiff was unable to demonstrate that the devaluation of the dollar 
had actually caused him any loss, he was unable to recover. 14 

On August 27, 1935, Congress passed a resolution withdrawing the 
right of an individual to sue the United States on the gold clause in its 
securities. This shut off the possibility of troublesome litigation based 
upon damage arising from devaluation of the dollar. 


Gold Inflow After Devaluation 

Before the devaluation of the dollar on January 31, 1934, the monetary 
gold supply of the United States was of modest proportions. At that time, 
the world supply of monetary gold was roughly $12 billion, of which the 
United States held about one-third. By 1940, the situation had markedly 
changed. Measured in terms of the new, smaller gold dollar the supply 
of monetary gold in the United States had risen to $22.2 billion. This 
total amounted to roughly three-quarters of the world’s total supply of 
monetary gold and was a new high point in gold holdings for the United 
States. In a period of seven years, our gold supply increased $18.2 billion. 

Causes of the increase in the gold stock. The $18.2 billion increase 
in our stock of gold came from three main sources. These were: (1) gold 

14 For a discussion of this decision, see Henry M. Hart, “The Gold Clause,” Har- 
vard Business Review, May 1935. 
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profit from devaluating or reducing the gold content of the dollar; (2) 
scrap gold and domestic mining; and (3) imports. The relative impor- 
tance of each of these sources may be observed in Table 4.1 below. 


Table 4.1 

Sources of Increases in the Gold Supply of the United States, 1934-1940 
(In billions of dollars) 


Profits from devaluation of the dollar 


2.8 

Domestic production, scrap, etc. 


1.1 

Imports resulting from: 

Repatriation of American-owned foreign funds 

2.0 


Excess of exports over imports 

3.3 


Foreign-owned capital seeking investment and security 
in the United States 

9.0 




14.3 

Total 


18.2 


It is worth noting that not all of the increase in the gold stock imme- 
diately found its way into the money system. For example, the profit from 
the devaluation of the dollar was absorbed in large measure by the es- 
tablishment of the $2 billion stabilization fund. However, when $1.8 
billion was transferred out of the stabilization fund for use in meeting 
the United States gold subscription to the International Monetary Fund 
and the World Bank in 1945, about $800 million of gold was assigned to 
the Treasury’s general fund as unobligated gold against which gold cer- 
tificates were not immediately issued. Since that time gold certificates have 
been issued against this gold, thus effectively monetizing it. After 1934 
the inflow of gold raised bank reserves to unprecedented heights, with 
member banks in possession of reserves in excess of legal requirements 
to an amount of over $6.9 billion in October, 1940. This excess was, of 
course, absorbed later by the wartime expansion of credit. 

Silver After 1933 

Before 1934 the silver currency issues of the United States came from 
two. sources. First, subsidiary silver coins, along with five- and one-cent 
pieces, were regularly coined by the Mint to meet the fractional currency 
needs of the country. Such silver coinage involved the purchase of silver 
bullion in the market and its conversion into fifty-cent, twenty-five-cent, 
and ten-cent pieces. The process, like the coinage of five- and one-cent 
pieces, produced a seigniorage, or a profit, for the Mint, since the metals 
cost much less than the face value of the resulting coins. The second 
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source of silver money before 1934 was the limited coinage of silver 
dollars that occurred under the Silver Purchase Acts of 1878 and 1890- 
1893. 

During the depression of the 1930’s, the silver money supply of the 
country increased greatly. The basic reason for this increase was the 
same as that which resulted in the Silver Purchase Acts of 1878 and 1890. 
The low price of silver in 1933-1934 stimulated the agitation on the part 
of the silver producers that something be done to raise its value. These 
efforts were directed at (1) an increase in silver’s international market 
value; and (2) a subsidy for the domestic production of silver through 
government purchase of domestic silver at an artificially high price. As 
in earlier times, the efforts of the silver producers were enthusiastically 
supported by advocates of monetary inflation as a remedy for depression. 

To make their arguments more palatable, the advocates of special 
measures for silver appealed for public support on the following general 
grounds: 

1. An increase in the value of silver would increase the purchasing 
power of something over one-half of the world’s population represented 
as being dependent upon the price of silver. It was alleged that this 
would greatly aid American export trade and promote recovery. 

2. Adding silver to the metallic money supply would greatly broaden 
the metallic base and offset the inadequacy of the gold supply. 

3. It would furnish a means of controlled inflation. 

The Silver Purchase Act of 1934. The effects of the activities of the 
Silver Bloc were first seen in the Thomas Amendment, mentioned earlier, 
which authorized the President to establish bimetallism with the free 
coinage of silver. Actually, the President did not establish bimetallism. 
Consequently the Silver Bloc adopted other tactics. 

Yielding to the combined pressure of inflationist congressmen and those 
representing the silver-producing states. Congress passed the Silver Pur- 
chase Act of 1934. This Act declared it to be the policy of the United 
States to increase the proportion of silver to gold in the country’s mone- 
tary stocks, with the objective of “having and maintaining” one-fourth of 
the monetary value of such stocks in silver. To this end, the Secretary of 
the Treasury was directed to purchase silver, at home or abroad, at a 
price not to exceed its monetary value of $1.29 per fine ounce. Further, 
existing stocks of silver in the United States were to be bought at a price 
of not over 50 cents per ounce. Silver certificates were to be issued against 
purchased silver to the amount of its cost, and such certificates were made 
full legal tender and redeemable in silver dollars. Under the original law, 
the Treasury could not sell any silver so purchased unless and until its 
market value reached $1.29 cents per fine ounce or the monetary value 
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of the stocks of silver in the monetary system exceeded 25 per cent of 
the monetary value of the combined stocks of silver and gold. 

Three distinct actions were taken under the mandate of the Silver Pur- 
chase Act of 1934. First, the Treasury required holders of domestic silver 
stocks to turn in their silver to the Treasury at a price of 50 cents per 
ounce. Second, the Treasury embarked upon a policy of buying foreign 
silver at the going market price. Third, under Executive Orders of the 
President, and later in obedience to specific instructions of Congress, the 
Treasury bought domestically mined silver at special prices. 

The purchase of foreign silver. Following the direction of the law, 
the Treasury proceeded to purchase silver from foreign markets. The 
result, for a time, was a substantial increase in the open market price of 
silver. In 1933, before Treasury buying influenced the market, silver sold 
at a low of 24.8 cents per fine ounce in the New York bullion market. 
Thereafter, until the Treasury ceased all purchases of foreign silver in 
May, 1942, the open market price fluctuations largely reflected the degree 
of vigor with which the Treasury pursued its purchase policy. The effects 
may best be seen in Table 4.2. 


Table 4.2 

Highest, Lowest, and Average Price per Fine Ounce of Silver in New York City * 

(In cents) 


Year 

Highest Price 

Lowest Price 

Average Price 

1933 

43.3 

24.8 

34.9 

1934 

56.0 

42.0 

48.2 

1935 

81.3 

50.0 

64.5 

1936 

50.0 

45.0 

45.3 

1937 

47.0 

45.0 

45.1 

1938 

45.0 

43.0 

43.5 

1939 

43.0 

35.0 

39.3 

1940 

35.9 

35.0 

35.0 

1941 

35.4 

35.0 

35.0 

1942 

45.0 

35.4 

38.6 


* Annual Reports of the Director of the Mint. 


As may readily be seen, the silver purchases resulted in but modest 
improvement in the long-run price of silver. There was, however, an 
unexpected result that deserves attention. Advocates of the silver pur- 
chase plan believed that trade relations with the Orient would be im- 
proved by an increase in the world price of silver. Actually, the opposite 
result appeared. The sharp increase in the price of silver in 1934 and 
1935 so increased the exchange value of Chinese silver currency that it 
destroyed China s export trade and consequently further reduced Chinas 
ability to purchase imports. Furthermore, the high price of silver, result- 
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ing from Treasury purchases, led traders and speculators to buy Chinese 
silver currency for export to the United States. The resulting drain upon 
the Chinese silver reserves was so great that in 1935 China abandoned 
the standard and adopted instead the gold exchange standard. 

The effect on domestic silver. From the standpoint of the Silver 
Bloc, the domestic effects of Treasury purchases of silver were gratifying. 
This was especially true because both by Presidential order and, later, 
by congressional action the purchase price of domestic-mined silver was 
generally considerably higher than the price paid for silver from other 
sources. Foreign silver purchases terminated in 1942; but the Treasury 
continued to offer to buy domestic silver. After World War II ended, the 
Silver Bloc increased its demands that the price of silver be raised. Its 
first goal was a price of $1.29, corresponding to the “statutory value” of 
silver for the purpose of coining silver dollars or for backing silver certifi- 
cates. In July, 1946 a compromise was reached which provided that 
domestic silver should be bought and sold by the Treasury at 90.5 cents 
per ounce. Before 1959, because the world price of silver was generally 
below this price, most of the domestic silver production went to the 
Treasury. Since that time the rise in the market price of silver has di- 
verted domestic silver output to the bullion market and, in addition, has 
resulted in some net sales of silver by the Treasury. 

The various prices paid by the Treasury for domestic mined silver since 
1933 is shown in Table 4.3. 


Table 4.3 

Prices Paid by the U.S. Treasury for Domestic Mined Silver * * 
(In cents) 


Period Price 

Dec. 21, 1933 to April 9, 1935 64.64 

April 10, 1935 to April 23, 1935 71.11 

April 24, 1935 to Dec. 31, 1937 77.57 

Jan. 1, 1938 to June 30, 1939 64.64 

July 1, 1939 to Dec. 31, 1946 71.11 

From Jan. 1, 1947 until repeal of Silver Purchase Act in 1963 90.50 


* Annual Report of the Director of the Mint. 

The sale of silver by the Treasury. The Silver Purchase Act of 1934 
provided that silver might be sold whenever the market price was above 
$1.29 per fine ounce or when silver made up one-fourth of the total 
monetary gold and silver stocks of the country. Because neither of these 
contingencies had occurred, when the need for silver for industrial and 
other uses expanded greatly during the war, the silver in the Treasury 
acquired under the Silver Purchase Act of 1934 could not be sold. Several 
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expedients were therefore used to meet the need. First, newly mined 
domestic silver was diverted from the Treasury by the simple method of 
fixing the OPA ceiling price a bit above the Treasury price. Second, free 
silver held by the Treasury (not needed as security for outstanding silver 
certificates) and, later, silver held as backing for silver certificates was 
lend-leased by the Treasury for use as “bus bars,” or electrical conductors, 
in defense plants. This released copper for critical war use. Third, under 
special legislation, known as the Green Act, the Treasury in 1943 was 
authorized to sell free silver for industrial uses under priorities issued by 
the War Production Board. 

From its free silver supply the Treasury also lend-leased 410,814,344 
ounces of fine silver to foreign governments during the war. 15 

Summary of the Treasury silver transactions. Some of the results of 
the silver purchase policy are revealed in summary form in the following 
tables. 


Table 4.4 

Treasury Silver Purchases During the Fiscal Years 1934-1960 * 
(In fine ounces) 


Silver taken on foreign debts 

Nationalized silver 

Foreign silver 

Newly mined domestic silver 

22,734,824 

113,032,915 

2,048,490,530 

883,779,669 

Total 

3,068,037,938 

* Compiled from Annual Reports of the Director of the Mint. 

Table 4.5 


Disposition of Silver by the Treasury During the Fiscal Years 1834-1960 * 

(In fine ounces) 

Lend-leases to foreign governments f 

Sold to war industries, Green Act (at 71.11 cents) 
Sold under Act of 1946 ( at 90.5 cents ) 

Other sales 

Processed into U.S. coin 

Monetized as security for silver certificates 

410,814,344 

167,380,240 

61,298,297 

5,996,372 

1,032,326,368 

1,745,736,000 

Total 

3,423,551,621 


* Compiled from Annual Reports of the Director of the Mint, 
f Of which 329,220,900 had been returned. 


13 At the end of the fiscal year, June 30, 1960, 329,220,900 ounces had been re- 
turned. 
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Seigniorage from silver purchases. One ounce of fine silver, when 
monetized— that is, converted into silver dollars or set aside in bullion 
form as security for silver certificates-becom es worth $1.29. When used 
for minting subsidiary coins, which contain 6.9 per cent less metal than 
is contained in the silver dollar, a fine ounce of silver becomes $1.38. The 
price paid for silver by the Treasury is much less than its monetized 
value. For example, between 1933 and 1960 the Treasury monetized 
1,745,000,000 fine ounces of silver by the issue of silver certificates and 
in the process realized over $1 billion in seigniorage or profit. Similar 
profits were made on the coinage of subsidiary silver. 16 

Results of the purchases of silver on the relative proportion of silver 
to gold. The avowed purpose of the Silver Purchase Act of 1934 was to 
make silver at least one-fourth of the total metal monetary stock of the 
country, or its market price $1.29 per ounce. It is of interest to see the 
extent to which the original purposes of the Act have been realized. 
When the law was passed in 1934, the ratio of monetized silver to the 
combined stock of silver and gold was 9.6 per cent. In 1955, after the 
monetization of over 2 billion ounces of silver, the ratio was 15.3 per cent. 
In February 1962, because of heavy gold exports, the ratio of silver to 
total monetary stock of gold and silver had risen to 20.4 per cent. So far 
as the price of domestic silver was concerned the silver purchases of the 
Treasury never resulted in a market price above 90.5 cents per fine 
ounce. 

The end of the Silver Purchase Act. From the very beginning the 
Silver Purchase Act was under attack as an undesirable subsidy to special 
silver interests and as an ineffective and unnecessary antideflationary 
measure. The Treasury, over the years, received substantial seigniorage 
profits as it monetized its free silver stocks by the issue of silver certifi- 
cates and by the coinage of subsidiary silver. Nevertheless critics pointed 
out the foolishness of immobilizing vast stores of silver bullion as “back- 
ing” for silver certificates which were more valuable as money than the 
silver bullion itself. 

By 1960 the impact of rising industrial demand for silver had driven 
its market price above 90.5 cents per fine ounce, a price at which the 
Treasury stood ready to sell silver, and the Treasury began to experience 
a rapid fall in its stock of free or unobligated silver bullion. In addition 
the rapid increase in vending machines caused increased pressure upon 
the supply of subsidiary silver coin. As the free silver stocks declined it 
became evident that the Treasury might find itself required to purchase 
imported silver to meet its needs. Its first reaction was to terminate its 
sale of silver in November, 1962. Secondly, it requested Congress to pass 


16 Treasury Bulletin , 1962. 
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an act (1) to terminate the Silver Purchase Act and with it any obliga- 
tion to purchase or sell domestic silver at 90.5 cents per ounce; and (2) 
to provide for a gradual substitution of $1 Federal Reserve notes for 
silver certificates in circulation. This Act became effective June 5, 1963. 
The retirement of silver certificates will be gradual and will free silver 
bullion and make it available for future coinage requirements. One less 
desirable result of the substitution of Federal Reserve notes for silver 
certificates is the rise in gold certificate reserve requirements against the 
Federal Reserve notes. 

Another interesting result of the rise in the industrial demand for silver 
is the increase in market price. In 1963 this price reached $1,293, the 
statutory price, at which it is profitable for the first time in eighty-five 
years to offer silver certificates for redemption in silver. 


Questions for Study 


1. Explain why American dollars in circulation before 1834 were silver. Why 
were they gold thereafter? 

2. Why were subsidiary silver coins reduced in silver content in 1853? 

3. What was the standard money in the country in 1861-1879? How did the 
gold clauses in long-term debt contracts arise out of this period? 

4. In 1873 a change in the currency laws was made that afterward was con- 
demned as the “Crime of ’73” What was it? 

5. What were the causes behind the passage of the Bland-Allison Act of 1878 
and the Sherman Silver Purchase Act of 1890? 

6. Why, apparently, did the New Deal Administration abandon gold con- 
vertibility in 1933? What was the result on the value of the dollar at home? 
Abroad? 

7. What were the main inflationary provisions of the Thomas Amendment to 
the Agricultural Adjustment Act of 1933? 

8. Why was the dollar devalued in 1934? Why did the act not result in an 
immediate increase in the monetary supply? 

9. What were the main reasons for the great inflow of gold in the period 
1934-1941? 

10. What was the Silver Purchase Act of 1934? Whom did it benefit? 

11. What were the reasons for the repeal of the Silver Purchase Act in 1963? 
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chapter five 


THE BANKER'S PLACE 
IN ECONOMIC SOCIETY 


We have already learned something of the importance of bank credit or 
bank money in the modern monetary system. Most of our supply of 
money in common use by the general public takes the form of bank notes 
and bank deposits. It is necessary, therefore, that we now make a careful 
examination of the mechanism, the operations, and the principles of 
banking. This will provide the background needed for the later analysis 
of the theory of money and prices and an exploration of modern monetary 
problems. 


Financial Institutions 

A financial institution is an agency that helps in the process of making 
funds in the form of money and claims to money available to individuals, 
business firms, and governments wishing to expand their activities beyond 
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the limits imposed by their own financial resources. Financial institutions 
enable individuals to borrow for the purchase of durable consumer goods, 
to meet emergency credit needs, and to invest in land and houses, both 
new and old. They also assist in meeting the borrowing needs of govern- 
ment. But, most important of all, they assist business enterprises in financ- 
ing current output and in acquiring funds needed for modernization and 
growth. 

The capital requirements of industrial enterprise greatly exceed the 
financial resources of those who own and manage them. Rare indeed is the 
firm that has not at some time depended upon credit and capital funds 
supplied by outsiders. Financial institutions, in one way or another, are 
involved in the process of getting these additional funds into users' hands. 
This function is useful not only to the immediate parties involved, but 
also to the economy as a whole. When properly carried out, the extension 
of credit' by financial institutions increases the available supply of capital 
goods and the effectiveness of their distribution. 

Types of financial institutions. It is not easy to establish an orderly 
classification of financial institutions according to the type of service 
rendered. The same financial firm often performs a variety of functions. 
It will simplify our approach to enumerate some of the more important 
financial activities and identify the institutions that are commonly associ- 
ated with each. These basic activities or functions may be classified in 
the following way: 

1. To provide a market for the exchange of ownership of bonds, notes, 
mortgages, corporate shares, and other financial assets. The significance 
of this function is its encouragement of the ownership of securities by 
making easy both their purchase and sale. The opportunity to shift one's 
investment readily from one security to another clearly encourages the 
investment of idle funds and current savings. The securities market, 
using the term in its widest sense, performs this function. 

2. To provide an investment channel through which saved funds find 
their way into new investment. This function differs from the trading in 
existing securities, for it involves putting investment funds into the 
hands of the issuers of new securities. Investment bankers, or security 
underwriters, and mortgage bankers perform this function. They pur- 
chase (or agree to purchase) new issues of stocks, bonds, and mortgages 
with funds at their command, and seek potential investors and induce 
them in turn to purchase the securities. As underwriters they guarantee 
that new issues will be sold at a certain agreed price. They do not guar- 
antee the ultimate buyer of the securities against future loss. Their func- 
tion is to market the newly issued securities and thus bring together 
individuals who want to invest their savings and firms which can employ 
the savings profitably. Investment bankers, of course, take the risk that 
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the securities they have underwritten may not always be sold at profitable 
prices. 

In the realm of short-term credit, open market commercial paper 
dealers perform a similar underwriting function for business firms that 
wish to borrow funds in the open market. This involves the sale of short- 
term promissory notes of the borrowing firm to banks and others with 
temporary excess funds. Banker s acceptance dealers perform a similar 
service in the acceptance market with the difference that they endorse 
and thus guarantee the paper that passes through their hands. 

3. To provide a medium for diversification of investments of the small 
saver. The savings of individuals with large incomes find their way into 
seasoned securities through the ordinary investment market channels. 
Such individuals are able to achieve the advantages of diversification 
and skilled investment advice available to those who can afford it. How- 
ever this type of investment opportunity is not available to the small 
saver, for he possesses neither adequate funds for diversification nor the 
resources and knowledge needed for successful portfolio management. 
As a result there has grown up a kind of financial middleman, the invest- 
ment company, to fill the gap. Mutual funds, or investment companies, 
of the open-end type sell shares with pro rata claims on the securities in 
the investment portfolio of the company. These shares are redeemable on 
demand at a price reflecting the book value of the shares (determined by 
the current market value of the company's net assets divided by the 
number of outstanding shares) and therefore provide holders with a 
modest degree of liquidity. However the investor-saver who buys mutual 
fund shares is mainly concerned with the skill of the management of the 
company's portfolio as it seeks to combine acceptable security through* 
diversification and quality with attractive earnings and capital gains. 
There is a wide variety of such investment companies specializing in 
different types of securities. They provide investment outlet for savers 
of modest means previously available only to the relatively rich saver. 1 

Another present-day channel by which current savings find their way 
into the investment market is provided by the financial intermediaries 
known as pension funds , which have enjoyed a tremendous growth since 
the war. They represent accumulated wages, current and deferred, that 
are set aside for retirement income and provide a large flow of savings 
into the capital market. As in the case of investment companies, pension 
funds invest in existing securities. Unlike investment companies, how- 
ever, they make no significant contribution to the liquidity of the indi- 
viduals who are to be the ultimate beneficiaries. 

1 For a competent account of the nature and management methods of investment 
companies see James B. Ludke’s The American Financial System (Boston: Allyn and 
Bacon, Inc., 1961), pp. 281-293. 
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4. To extend credit to borrowers. The extension of credit differs in one 
important respect from the marketing functions described above. Finan- 
cial institutions that extend credit must assume some risk that borrowers 
cannot or will not repay. The agencies performing this function are 
highly varied, depending upon the part of the credit market they serve 
and the source of the funds they lend. Funds available to these lenders 
are derived in part from their own capital but, to a much greater extent, 
from others. In other words, most credit-extending financial institutions 
are in reality middlemen (or intermediaries, to use the modern termi- 
nology). Such institutions include: (1) finance companies, which engage 
in extending credit to both consumers and business; (2) life insurance 
companies, which utilize funds accumulated in policy reserves to purchase 
investment securities and to make longer term loans on real estate mort- 
gages and to business borrowers; (3) savings institutions such as mutual 
savings banks, savings and loan associations, and the savings departments 
of commercial banks, which use funds to purchase securities, to make 
real estate mortgage loans, and to extend consumer credit through per- 
sonal loans; and finally (4) commercial banking department of commer- 
cial banks, which are mainly engaged in making loans to business for 
financing current operations. However they too invest in high-grade 
securities and often finance trading in securities as well as longer-term 
business needs. Each of the above types of credit institutions is of such 
importance as to warrant further consideration. 


Financial Intermediaries 

Finance companies. Finance companies hold an important place in 
both the consumer credit field (purchasing retail installment notes of 
buyers of durable goods and making installment and other loans direct 
tq consumers) and in financing business. Many small businesses, unable 
to borrow at banks, utilize the credit services of the finance companies. 
In some fields manufacturers regularly use the services of factors who 
purchase accounts receivable and assume varying degrees of risk in 
collecting them. 

The finance companies depend upon their own capital and on borrow- 
ing in the general market for their loan funds. They issue bonds, sell 
their own notes on the open market, and borrow at commercial banks. 
They do not acquire loan funds by going directly to savers but instead 
attract and use funds assembled ( or created ) by other institutions. 

Life insurance companies as financial intermediaries. Life insurance 
companies acquire tremendous amounts of funds in the process of ac- 
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cumulating reserves against policy obligations. These funds are essentially 
the savings that policyholders have made in the process of prepaying 
their insurance, endowment, and retirement annuity policies. Insurance 
companies, by the attractiveness and convenience of services offered, give 
substantial encouragement to individual saving. The lending function of 
insurance companies is, in a way, incidental to the primary one of assum- 
ing the risks of financial uncertainty for their policyholders. Because the 
policyholders seek protection against future rather than present risks, 
they do not look upon their future claims as an important source of 
liquidity. This is so in spite of the privilege of borrowing against cash 
surrender values of insurance policies. 

As lenders, insurance companies have a very important part in the 
money and capital market. They are significant participants in such long- 
term investment areas as (1) mortgage financing of commercial and 
residential constructions; (2) long-term business loans (often in coopera- 
tion with commercial banks); and (3) the “gilt-edge* security market. 
To a very limited extent they may invest directly or indirectly in im- 
proved real estate. As financial intermediaries they enjoy gradual growth, 
the rate depending upon the success of insurance salesmen in inducing 
the public to commit a part of its current income to the payment of 
insurance premiums. 

Savings institutions. The savings institutions are mainly comprised of 
savings banks, including savings departments of commercial banks, sav- 
ing and loan associations, and credit unions. All gather in the thrift 
accounts of the modest savers and make them available to the loan 
market. The savings bank promises to return the money deposited on 
due notice (normally waived) and invests the funds in bonds, mortgage 
loans, and other suitable earning assets. The depositor benefits from the 
security derived from the expert diversification of loans and investments 
provided by the savings bank and by the protection arising from the 
bank’s reserves and capital accounts. Any loss on the bank’s loans or 
investments is normally absorbed by these accounts, which act as a 
guarantee fund against depositors’ losses. In addition, depositors quite 
generally enjoy the added protection of some form of deposit insurance. 

The mutual savings and loan associations receive deposits of savings 
for the purchase of shares in the associations. The saver thus becomes a 
part owner of the association and as such has no absolute contract right 
to withdraw his deposited funds. Instead, he has the right to request 
that the savings and loan association repurchase his shares. This it will 
normally do as long as its cash reserves, its reserves of highly liquid 
government securities, and the inflow of funds are sufficient to meet the 
requested withdrawals. Most of the savings and loan accounts are held 
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by associations that have supplementary borrowing power at their Fed- 
eral Home Loan Bank by virtue of membership in the system. The 
greater part of the funds of the savings and loan associations are lent 
out on real estate mortgages to finance the purchase of houses. All fed- 
eral-chartered and some state-chartered savings and loan associations 
are insured against insolvency to the amount of $10,000 per individual 
account by the Federal Savings and Loan Insurance Corporation. 

Credit unions are nonprofit cooperative associations whose member- 
ship is restricted to particular groups of persons. Mainly they accumulate 
savings from the employees of a particular firm and lend to the employees 
of that firm, making consumer credit and real estate mortgage loans. 
Savers receive fixed value redeemable claims in the form of credit union 
shares, 2 

Savings institutions encourage thrift by providing a convenient way to 
assemble small sums and by paying interest. The relatively high liquidity 
(ease of converting into money) of savings deposits, savings and loan 
association and credit union shares puts them, along with U.S. Savings 
Bonds, in the class of near money. They are not, however, a part of the 
immediately spendable money held by the public. 

Commercial banks as financial intermediaries. As was pointed out 
earlier, savings departments of commercial banks perform the same func- 
tion as do regular savings banks. They compete for individual savings 
and use the funds so obtained to make consumer, real estate mortgage, 
and other loans. This is true even though, in the process of acquiring 
savings accounts, commercial banks, in effect, tend temporarily to "ex- 
tinguish” an equal amount of checking account money. This they are 
able to re-create for the most part by expanding loans and investments 
on the basis of new excess reserves that arise in the commercial banking 
system when checking accounts are switched to savings accounts that 
carry lower percentage reserve requirements. 3 

Commercial banks also perform another type of intermediary function 
by acting as transferrers of available loan funds from business firms re- 
paying bank loans to new borrowers. However, the commercial banks, as 
lenders in modem economic society, have a function quite different from 
those of the financial institutions that have been occupying our attention. 
^They therefore require special consideration. 


2 For details concerning savings and loan associations and credit unions see Ludke, 
op, cit ., pp. 187-207. 

3 This is true of bank reserve requirements in the United States. In areas where no 
distinction is made between reserve requirements against time and demand deposits, 
the transfer from demand to time deposits releases no excess reserves, and conse- 
quently the lending power of the banking system remains the same as it was before 
the transfer. 
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The Commercial Bank 

Commercial banks receive deposits payable on demand and subject 
to check. One essential difference between the commercial bank and the 
savings bank is in the nature of their deposits. Commercial bank checking 
accounts are a part of the money supply. Savings deposits, in contrast, 
are not money, although their liquidity justifies their being classified as 
near money. Because of this difference it is important that we give special 
attention to the commercial banks. This distinction between savings bank 
and commercial bank functions is often blurred by the fact that, except 
in New England and some other eastern states, both savings banking 
and commercial banking are generally carried on by a single bank organi- 
zation. 

The commercial banks. Commercial banks specialize in satisfying 
the short-term and intermediate-term (rather than long-term) credit needs 
of business. Consequently they are financial institutions of the highest 
importance. Their ability and willingness to make loans for relatively 
short periods enables businessmen to adapt the scale of their operations 
to the changing requirements of a dynamic world. Furthermore, there 
is another significant characteristic of the commercial banks. All financial 
institutions except commercial banks merely mobilize and transfer ex- 
isting funds provided by savers who have set aside part of their income 
for investment. In contrast, the lending of commercial banks is not based 
upon accumulated money savings. Instead, in substance, these banks 
create checking account money which they lend. Consequently, commer- 
cial bank loans cause an equal expansion in the supply of money. This 
unique distinction of commercial banks may be understood more easily 
if we examine briefly the sources of funds offered in the market by various 
types of financial institutions. 

Loan funds not originating in commercial banks. Investment bankers, 
investment trusts, life insurance companies, savings and loan associations, 
and savings banks have one basic source of funds which they lend in the 
market. That source is the savings which are accumulated out of current 
incomes. These savings are funds withdrawn from the current flow of 
income and returned again to that flow by passing through the hands of 
the financial institutions. Practically speaking, the flow of money funds, 
though detoured through the financial institutions, continues without 
interruption so long as the process proceeds normally and regularly. The 
process does not in any way increase the supply of money nor does it 
tend to reduce the supply of money except as savings banks and savings 
and loan associations hold back part of the money received from savers 
as cash reserve to insure the payment of deposits on short notice. 
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The source of funds lent by commercial banks. To a very limited 
extent, the’ owners' capital invested in a commercial bank provides a part 
of the bank's loan funds, but most of the funds lent by commercial banks 
have a different origin. They are not derived from accumulated capital 
funds of the owners or from savings seeking investment, but are created 
by the banks in the process of lending. How this takes place can best be 
seen by looking first into the reason for the public's use of checking ac- 
count money and the origins of such money. 

From the standpoint of safety and convenience, one may best keep 
one's supply of money on deposit in a checking account with a solvent 
bank. Consequently, when anyone comes into possession of cash in excess 
of his immediate needs, receives claims to standard money through gold 
imports, or obtains claims against the central bank in the form of notes 
or checks drawn against it, he normally will exchange these types of 
money for credit to his checking account. Such a depositor is unlike the 
savings bank depositor in that he has no intention of using such accounts 
as a means of investment for savings. Rather, he has merely exchanged a 
less convenient form of money for the more convenient checking account. 
This practice results not only in an increase of commercial bank deposit 
liabilities, but also leads to a corresponding increase in their cash reserve 
assets as well. The money brought in for deposit in commercial banks 
as a whole originates in three main sources: 

1. Any increase in the country’s standard money supply tends to in- 
crease the quantity of checking accounts. For example, a private gold 
importer who sells gold to the Treasury receives in payment the Treas- 
ury’s check drawn against its balance in the Federal Reserve Bank. This 
check, payable at the Federal Reserve Bank, is deposited by the gold 
importer in a commercial bank. The bank that receives the check on 
deposit receives credit at the Reserve Bank on its reserve account. 

2. Any decline in the need for money in circulation results in the 
deposit of cash in the commercial banks. 

3. Whenever the central bank creates money by purchase of govern- 
ment securities from private investors, insurance companies, and other 
nonbank investors, they pay for their purchases with cashiers’ checks on 
themselves. These checks are normally deposited by the security sellers 
in checking accounts at commercial banks. This correspondingly in- 
creases the cash reserves of the commercial banks. 

In each of the above three cases the increase of bank money, or check- 
ing accounts, and cash reserves, occurs without any sense of saving on the 
part of the depositors. They are merely shifting their money holdings 
into a more convenient form. Moreover, the increase occurs without any 
extension of credit by the commercial banks in the form of loans and 
investments. 

Fractional reserves. Each deposit of the kind we have been consider- 



THE BANKER'S PLACE IN ECONOMIC SOCIETY 


77 


ing brings to the bank an equal amount of cash reserve. For each dollar 
of checking account liability taken on by the bank it has a dollar of cash 
reserve. Now, reserves of 100 per cent against bank checking accounts 
are an unnecessary luxury. Because the public is willing to hold and use 
checking accounts instead of currency, banks can maintain a volume of 
checking accounts several times as large as their cash reserves. When 
depositors write checks, the receivers of these checks also will almost 
certainly be depositors in banks. Hence, the writing of checks on the 
ordinary bank deposit does not cause the total volume of demand de- 
posits to shrink. Of course, if a bank had but a single depositor, any 
checks written would certainly cause a shrinkage of that bank’s deposits 
and an increase in the deposits of other banks. But the typical bank with 
a large number of depositors finds that, on the average, it will receive 
checks on other banks to an amount substantially equal to funds drawn 
out by its depositors. Hence, the net amount of cash reserves that such a 
bank must carry to meet the demands of its depositors is only a modest 
fraction of its total deposits. 

If for some reason or other cash reserves of banks had to be kept equal 
to the deposits, banking would be unremunerative and depositors would 
have to hire the banker to care for their accounts by paying more service 
charges. Fortunately for both the banker and the depositor, fractional 
cash reserves are entirely adequate to meet the net amount of deposit 
withdrawals at any normal time. 

Loans and investments as an origin of checking account money. Be- 
cause fractional reserves in cash are adequate to insure payment of check- 
ing account liabilities, commercial banks can lend or invest that part of 
their cash that exceeds their reserve needs. For example, if a bank re- 
ceives $1 million on deposit from gold imports and needs to keep 20 per 
cent, or $200,000, as cash reserve, it can lend or invest the remaining 
$800,000. When this is done the money supply has been increased by the 
amount of $800,000, for the original depositors of the $1 million continue 
to possess that amount in checking account money while at the same time 
the new borrowers have $800,000. 

When banks lend (or invest), the borrowers receive their funds either 
in the form of cash or in checking account credit. Normally, borrowed 
funds will be spent promptly and will be deposited in other banks by 
the receivers. When banks buy securities, the sellers normally will deposit 
the funds received in other banks. Consequently, the lending (or invest- 
ing) bank tends to lose cash to other banks to the amount of its new 
loans, and other banks’ cash and demand deposits increase by a like 
amount. These other banks, needing, let us say, cash reserves of 20 per 
cent, will have thus received cash in excess of their reserve requirements 
and will be in a position to lend the excess. The important thing to note 
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here is that each added loan (or investment) made by a commercial 
bank creates additional checking account money in the banking system. 

The limit to this process o£ creating new checking account money by 
expanding commercial bank loans and investments is set by (1) the 
fractional cash reserves that banks must carry; and (2) the supply of 
such cash reserves available. If reserve requirements are 20 per cent, the 
banks can lend and expand checking accounts only to the point at which 
the existing cash reserve is 20 per cent of deposits. Beyond this point 
banks cannot go without further additions to their cash reserve supply. 
It is proper to point out again that this discussion of the manner in which 
loans lead to deposit expansion does not mean that individual banks can 
lend more than their own excess cash without danger of loss of cash to 
other banks. This subject will be more fully discussed in Chapter 20. 
It is sufficient for our purpose here to recognize the basic fact that the 
commercial banks as a system can and do, by lending and by purchasing 
securities, expand the quantity of demand deposits to a point at which 
their actual cash is but some fraction of their total deposits. 

Commercial banks “monetize” borrowers’ debts. It is well to consider 
for a moment ,the real results of the action by commercial banks in creat- 
ing “money” by expanding checking accounts through the lending proc- 
ess. First, what the commercial banks actually do is to “monetize,” or 
convert into acceptable checking account form, the credit obligations of 
borrowers. A borrower of good credit standing can be thought of as the 
possessor of potential purchasing power. In fact, he may be able on some 
occasions to exchange his promissory note directly for commodities that 
he wishes to purchase. Generally, however, the seller is able and willing 
to make such an exchange only if the buyers note is “bankable”; that is, 
if it can be sold to a bank in exchange for cash or credit. Therefore the 
borrower who can go directly to the bank and exchange his own note for 
the much more acceptable checking account in the bank has bettered his 
position substantially. He has traded his own note for the more highly 
acceptable demand promises-to-pay of the bank in checking account 
form. For this service the borrower is willing to pay the bank interest, 
for he is now in a position to purchase productive capital resources in 
exactly the same way as would a man who had borrowed from the savings 
bank funds deposited there by voluntary savers. The earnings of the 
bank, of course, must be applied to meet the considerable expense of 
operating the checking account service and the cost of assuming the risk 
of loss on the individual borrower s note. Any remainder goes to the 
banker as profit. 

It is necessary to point out that the banks can and often do destroy 
part of the supply of checking accounts previously created by their loan 
expansion. For example, when a borrower repays a loan, he does so by 
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accumulating a sufficient balance in his checking account to enable him 
to give the banker a check in payment. When the check is drawn, the 
bank returns the canceled note to the borrower and the borrowers check- 
ing account is reduced by the amount of the repayment. Whenever the 
bank refrains from making a new loan to replace the one repaid, the 
supply of checking account money is reduced. 

Commercial banks, as we have seen, are in the position of being able 
to expand the supply of funds available to borrowers so long as there is 
an adequate supply of excess reserve cash. This means that opportunities 
for borrowing available to businessmen are not tied down to the "thrift” 
accumulations of income receivers, but instead are mainly limited by the 
available cash reserves of banks and their minimum reserve requirements. 
Thus, if the commercial banks hold $1 billion in free excess cash reserves 
and are required to carry 20 per cent cash reserves against demand de- 
posits, bank loans can be increased by $5 billion 4 regardless of the 
volume of voluntary savings out of income. This power of the com- 
mercial banks to lend newly created money in checking account form 
without regard to the rate of saving out of income is a matter of great 
economic importance. 

The Functions of Commercial Banks 

The functions of commercial banks fall into three main categories. 
First is the operation of a system of clearing and collecting checks, which 
makes possible the use of checking accounts as a part of the country's 
media of exchange. The mechanism involved in performing this function 
will be examined more fully in a later chapter. Secondly is the function 
involving the creation of checking account money through the process 
of lending and investing. It is through this function that commercial 
banks influence the accumulation of capital goods or real savings. Thirdly 
is the function of distributing funds and current working capital among 
business firms. 

Let us now examine some of the effects of the expansion of money by 
commercial banks as they "monetize” the credit of individuals and firms. 
Assuming that the banks possess excess cash reserves, they can expand 
their loans and their deposits to the appropriate multiple of such excess 
reserves. Whenever businessmen of good credit standing wish to expand 
their real capital resources, they may borrow either from the savings 
banks or from the commercial banks. The lending ability of the savings 


4 This disregards the possible accompanying increase in requirements for money in 
circulation, which would drain away part of the original free reserves and leave some- 
what less to provide the basis for loan and deposit expansion. 
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banks is limited strictly to the funds deposited with them by voluntary 
savers. Not so the commercial banks, however. The latter are able to 
create new money in the form of new checking accounts lent to borrowers. 
This power of the commercial banks has great economic significance, for 
commercial bank loan expansion frees the rate of investment in capital 
goods from the plodding pace set by voluntary or planned saving and per- 
mits it, on occasion, to bound rapidly ahead. It follows, of course, that 
when the expansion of bank credit stops, as it eventually must when the 
excess cash reserves of the banks are exhausted, the rate of investment is 
rudely checked. Furthermore, whenever adverse business conditions lessen 
bankers’ confidence in borrower solvency or whenever liquidity crises 
force banks to attempt to improve their cash position, banks may attempt 
to reduce the level of their loans. The resulting fall in the quantity of 
checking accounts tends to reduce investment, income, and employment. 
This occurred in the United States during the depression in 1930-1933. 

Commercial bank credit and capital formation. How does commer- 
cial bank credit expansion bring about an increase in real investment or 
the accumulation of real capital goods? It is clear that the creation of 
new checking accounts does not in itself contain a magic that creates a 
corresponding amount of new capital goods. Somewhere in the economy 
someone must produce more than he consumes in order that this expan- 
sion may come about. In other words, there must be real saving by some- 
one before an expansion in capital goods can occur. The question is how 
this real saving does come about. The answer can best be found by 
following through the sequence of events set in motion when banks 
grant borrowers loans. Armed with what is essentially new money , bor- 
rowers set out to buy supplies and equipment they need to expand their 
business operations. Whenever the capital goods industries whose prod- 
ucts are wanted are operating at less than full capacity, as frequently 
happens during depressions, such purchasing by the business borrowers 
leads to an increase in industrial output. From this increase the borrowers 
obtain their capital goods. The expansion of bank credit, therefore, has 
had the benevolent result of making possible an increased supply of 
productive equipment out of what otherwise might have been mere idle 
time. In this case consumption need not decline at all. On the contrary, 
the improved employment in the capital goods trades will lead to more 
activity in industries producing consumers’ goods. It should be evident, 
then, that bank credit expansion may be decidedly beneficial in time of 
business depression and unemployment. 

A question still remains as to the real source of new capital that is 
obtained by business through borrowing at commercial banks. Capital 
accumulation cannot occur unless production exceeds consumption by 
the necessary amount. Granted that, in the situation just described, the 
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added output makes possible more capital accumulation without a reduc- 
tion in consumption, who is it that foregoes consumption of part of the 
new output so that the capital accumulation can take place? The answer 
is that the new money spent on investment creates increased money 
income, workers receive added wages and salaries, and business profits 
rise. Because there is normally some lag between the time that money 
income is earned and received and spent, those holdling the new money 
at any given point of time are, for the moment, postponing consumption. 
But such new money income is eventually spent, causing further in- 
creases of income and employment. As this goes on the new money passes 
into the hands of other holders who in turn momentarily postpone con- 
sumption. At the start the new money in our example was in excess of 
current transaction needs— hence the added spending by its initial re- 
ceivers. But as incomes and employment rise, the public finds that it 
needs the larger stock of money to handle the larger number of exchanges 
that result. Thus ultimately, and gradually, the new money is absorbed 
into the stock of money needed for medium-of-exchange purposes or 
transactions. In the end, then, the additional capital goods accumulated 
by business firms, in the form of larger inventories and equipment, is 
the real wealth* counterpart of the additional cash accumulated by con- 
sumers to accommodate a higher level of spending. 

The situation is different when bank credit expansion continues, as 
it often does, after the industrial system reaches full employment. In 
such a case it is no longer possible to obtain the additional capital goods 
out of expanding output. Instead, someone must actually curtail con- 
sumption so that borrowers' desires for supplies and equipment may be 
satisfied. Under these conditions, borrowers' spending can only raise the 
prices of capital goods and the prices of labor and materials out of which 
they are made. Consequently the costs of consumers' goods must rise, 
since their makers must compete for labor and materials with those who 
produce capital goods. Consumers whose incomes as yet are unchanged 
find themselves compelled to reduce the volume of their purchases in 
order to pay the higher prices of consumers' goods. These consumers, 
therefore, have been compelled to reduce their consumption so that the 
supply of capital goods can expand. Such unwilling reduction of con- 
sumption is sometimes called forced saving. 

Thus we see the distinction between the effects of commercial bank 
loans and credit expansion during periods of economic slack and periods 
of full employment. Obviously, in both cases capital accumulation re- 
quires output in excess of consumption. But with slack economic condi- 
tions, consumption need be reduced little if any to obtain an increase in 
capital goods, whereas with full employment an equivalent reductior 
in consumption is necessary. In both cases the necessary '‘saving' occur? 
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through public absorption of the new money into the cash balances re- 
quired for daily transactions. 

The same net results described above tend to occur when the banks 
lend to the government. During World War II the banks purchased 
government obligations to the amount of $75.8 billion. This amount 
exceeded the growth of time deposits by about $56 billion and caused 
a corresponding increase in the supply of checking accounts belonging 
to the public and to the Treasury. This expansion of credit caused results 
similar to those which arise from the expansion of bank credit for business 
purposes. At first the added purchasing power received by the govern- 
ment from the banks was instrumental in bringing about a vast expansion 
in employment and production and greatly aided our reaching the pro- 
duction goals necessary for the prosecution of the war. Later, as the 
possibilities for further expansion in production dimmed, the main effect 
of the continued credit expansion was to relieve the Treasury of the 
troublesome need of raising taxes to meet the desired expenditures. How- 
ever, while the war continued, the new money so created was not allowed 
to raise prices. Instead, price controls were coupled with rationing to 
reduce consumer spending. 

The distribution of capital through the action of commercial banks. 
Commercial banks, in making loans to business, play an important part 
in the control over the distribution of existing capital. In self-protection 
it is necessary that bankers seek to make loans to the best borrowers, 
who are, of course, those who will pay the best rates of interest compati- 
ble with good security and who are, therefore, firms or persons in position 
to utilize borrowed funds most profitably and effectively. Thus the 
banker is instrumental in getting capital goods, i.e. inventories and 
equipment, into proper hands. In this respect, however, the commercial 
banker is in a position no different from that of other lenders. But in 
making short-term loans he plays a somewhat different role. 

The commercial bank as a short-term lender. A very sizable part of 
commercial loans made by banks is intended to care for the short-term 
capital needs of business. Quite irrespective of changes in the total vol- 
ume of commercial bank loans and deposits, the loanable funds are 
shifted from one borrower to another as needs arise. It is apparent that 
this shift is of immediate advantage to businessmen, who are thereby 
enabled to operate with a smaller volume of capital funds, either owned 
or borrowed at long term, since they can borrow short-term funds to care 
for seasonal and irregular needs. Thus, the commercial bank may be 
said to economize in the use of capital funds by enabling businessmen 
to dovetail their short-term capital needs. 

The peculiar service performed by the commercial bank arises from 
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its power to introduce flexibility into the supply of capital funds of busi- 
nessmen. It is a well-known fact that the economic system is in a constant 
state of flux. Demand for the products of different firms and industries 
is continuously varying, both with seasonal changes, which are partially 
predictable, and with the quite unpredictable changes in agricultural 
output, styles, popular tastes, and costs of production. In order for these 
changing demands to be met, capital funds must be shifted from indus- 
tries with declining demand to those with an increasing demand. Such 
shifts, if predictable, might take place easily without resort to short- 
term loans. But even seasonal changes can by no means be accurately 
forecast. Variations in crops, temperatures, and length of seasons make 
for changing and uncertain seasonal requirements. Likewise, variations 
arising from the dynamic, growing nature of economic life introduce a 
large unpredictable element into the capital requirements of industries 
and individual firms. 

Let us examine the situation that would arise in the face of these un- 
predictable changes in capital needs in a society not provided with short- 
term loan facilities. Let us assume that there has been a decline in the 
demand for the services of fruit canners, owing to a fruit shortage, and 
an increase in the demand for the services of dealers in and processors 
of grain, arising from a large grain crop. Under these circumstances, the 
canners will reduce their scale of operations, and in so doing increase 
their hoards of cash capital. With no access to short-term loans, the grain 
dealers and processors would be confronted with the task of expanding 
their purchases of grain, labor, and supplies within a short period of time, 
with only the cash capital which they estimated as sufficient for an ordi- 
nary and smaller supply. (We may properly assume that they would 
not be able to increase their cash capital to meet the emergency by 
borrowing in the long-term capital market.) The results could only be 
a disastrous depression of the market price of grain owing to a shortage 
of money in the hands of grain buyers and processors. This fall in price 
would be quite unrelated to the basic supply and demand situation in 
the grain market. 

In contrast, what happens in a situation like that described above 
when there are commercial banks making short-term loans? If commer- 
cial banks have loaned to the canners, the slump in canning will permit 
the canners to reduce their borrowings at the banks, which in turn can 
advance funds to the grain interests. As a result, there will be much less 
effect on the total volume of funds in consumers’ hands (since reduced 
spending by canners is offset by increased buying in the grain market). 
Short-term loans are essential to an easy, smooth adjustment to meet such 
conditions. If there were no commercial banks with power to make 
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short-term loans and to expand credit, business enterprise would suffer 
from a straitjacket of capital rigidity that would greatly impair its 
effectiveness. 

Similarly, the development of a new or growing industry, a common 
occurrence in a dynamic society, is greatly facilitated by the existence 
of an elastic short-term loan market provided by commercial banks. The 
commercial banks enable one industry to relinquish part of its capital 
funds and another to gain it with a minimum of disturbance. Even when 
a growing industry needs capital from the long-term market, the short- 
term loans of the commercial banks (whether or not they result in forced 
saving) hasten the process by advancing funds to security underwriters 
and others in the security market. 

These useful consequences of commercial bank lending have long 
been recognized as an essential part of an efficiently working economy. 
This recognition has been embodied in the banking axiom that the pri- 
mary function of the commercial banking system is to “finance trade and 
commerce.” To do this requires flexibility of lending power and an ap- 
propriate elasticity in the supply of money and credit. Sometimes we 
lose sight of this need in our present-day enthusiasm for promoting full 
employment or price stability in the economy. 

Some evils of commercial bank credit. We have considered the ease 
with which commercial banks can provide short-term investment funds 
for business enterprise and other borrowers without waiting for the 
voluntary saving of income receivers. The genuine advantage of flexibility, 
which commercial bank loans give to economic society, cannot be denied. 
Yet this flexibility is obtained at a price. Indeed, in the minds of some 
the price has been so high as to outweigh the advantages. 

The price of bank credit flexibility and elasticity is found in the 
tendency for fluctuations in bank credit to go to extremes. In other words, 
bank credit sometimes seems to have a “perverse” elasticity. This per- 
versity of bank credit relates to its part in business fluctuations, or the 
business cycle. For example, during periods of recovery from depressions, 
it is essential that some expansion in credit occur in order that employ- 
ment may increase and full utilization of our economic system may be 
realized. But there is no automatic brake applied to credit expansion 
when full employment is reached. Rather, the general optimism of busi- 
nessmen and bankers, stimulated by improved profits, is likely to lead 
to inflationary credit expansion, which is but a prelude to depression. 
Thus, elastic bank credit may become a menace rather than a help to 
economic well-being. Furthermore, bank credit that expands readily 
can also contract. Once the tide of prosperity has changed and business 
lepression appears, businessmen reduce their borrowings and frightened 
bankers require liquidation of loans regardless of the wishes of the busi- 
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nessmen. Hence we find that the depression may be aggravated by bank 
credit contraction. This tendency to overexpansion and overcontraction 
o£ money by the banking system has led some students to suggest that 
the flexibility associated with fractional reserves be abandoned altogether 
by the adoption of a 100 per cent reserve requirement for commercial 
banks. 


Questions for Study 


1. Can you name the main types of financial institutions and explain, in gen- 
eral, their economic function and significance? 

2. What are the functions of financial intermediaries? 

3. What is the source of loan funds made available by savings banks, savings 
and loan associations, and insurance companies? How do they affect the 
quantity of savings? Why? 

4. Why can bankers get along on cash reserves that are but a fraction of their 
deposit liabilities? 

5. What is meant by the expression that banks monetize borrowers ' debts? 
When is this of advantage to the economy? 

6. The monetary function of commercial banks involves the creation of 'bank 
money” through the expansion of loans and investments. 

a) How can the expansion of loans to business lead to an increase in 
capital goods available to business when there is less than full em- 
ployment? When full employment exists? 

b) How did the purchase of government securities by the banks during 
the war affect the supply of money? The level of output? Prices? 

c) How do the lending activities of commercial banks assist business to 
adjust to changing conditions? 

d) How may bank credit become “perverse”? 

7. A savings bank receives a $10,000 deposit in the form of a check on a com- 
mercial bank. It sets aside $400 as cash reserve and invests the remainder 
in a real estate mortgage: 

a) Has the supply of money been increased? Decreased? Been left un- 
changed? 

b) Has the transaction helped in the accumulation of real capital goods 
in the form of a house? 



chapter six 


CREDIT AND 

CREDIT INSTRUMENTS 


The nature of credit. In a general sense, credit is based on confidence 
in a debtor s ability to make a money payment at some future time. Its 
existence involves a lender, who extends credit, and a borrower, to whom 
the credit is extended. Basically, the reason for credit is found in the 
need or desire of individuals and business firms to obtain economic goods 
ahead of their ability or desire to pay for them. Merchants are called 
upon to extend trade credit to buyers, and banks and other lending 
institutions extend credit to borrowers who wish to obtain cash with 
which to make purchases. 

Financial institutions and credit instruments. The stock market, in- 
vestment bankers underwriting stock issues, and, to some extent, invest- 
ment trusts are mainly engaged in converting savings into investment in 
corporate shares. In this case, credit instruments are not involved, since 
the savers of funds acquire equity or ownership claims instead of extend- 
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ing credit. But most financial institutions deal to a large extent in some 
form of credit instruments or evidences of debt. 

Credit instruments, debt, and the supply of money. Any formally 
acknowledged debt creates some kind of credit instrument. Because 
borrowers wish to use borrowed funds for a period of time, the credit 
instruments generally are made payable at some future date. 

We have seen how banks take borrowers’ notes and give in exchange 
either bank notes or checking account credit. When this occurs the debts 
of the borrowers are monetized by the banks’ issue of their own demand 
obligations , or promises-to-pay. In this way the good credit standing of 
the borrowers enables them to trade their promissory notes for the highly 
acceptable demand promises (notes and checking accounts) of the banks. 
Not only are the borrowers’ debts thus made the basis for the bank- 
created money, but also the checking account money resulting is itself 
a form of debt. 

Of course, not all debts are used as a basis for the creation of money. 
As we already know, the investment of savings results in no expansion of 
money, even though savers who obtain savings deposits and savings 
bonds may look upon their holdings as a form of near money. Only those 
debts that are taken by commercial banks and central banks as a basis 
for bank notes and checking accounts may be instrumental in causing 
an increase in the money supply. 

Except for standard gold bullion, all types of money appear to be 
instruments of debts payable on demand. This is true of the several kinds 
of currency issued by the Treasury. Gold certificates, for example, are 
promises to pay gold. United States notes (greenbacks) are likewise a 
form of the Treasury’s promise to pay. Other issues, such as silver certifi- 
cates, silver dollars, subsidiary silver, and minor coin, actually being 
token money, are a kind of promise of the Treasury to redeem in standard 
money. 

Substitute standard or central bank money, in the form of notes and 
deposits with the central bank, are not only the debts of the banks that 
provide them, but are backed by assets which in turn are in the form 
of debts. 

Finally, checking accounts, or bank demand deposits, are debts of the 
commercial banks. Like central bank money, they too are supported by 
bank assets that are in turn someone else’s debts. This relationship be- 
tween debt, in the form of credit instruments, and the money supply 
will become clearer as we study the balance sheet position of both the 
commercial and the central banks in a later chapter. 

The bank and credit instruments. The banker’s stock in trade con- 
sists largely of negotiable credit instruments. The deposits he receives 
consist mainly of checks, drafts, and paper currency, all of which are 
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negotiable in form. Only specie and minor coin are not negotiable in 
form, ye* they too have some of the characteristics of bearer demand 
negotiable credit instruments. 

When the banker receives a deposit, he may create a negotiable credit 
instrument directly if he gives the depositor a negotiable certificate of 
deposit, or indirectly if he enters the amount on the depositor’s pass 
book so as to entitle him to draw checks. Checking accounts, used as 
substitutes for currency, are transferable by the use of another form of 
negotiable credit instrument, the bank check. Central banks, in contrast 
to ordinary commercial banks, create credit instruments in yet another 
form. Not only can they create deposit credit; they can also create 
negotiable instruments in the form of bank notes. These notes have the 
advantage of being directly transferable from person to person without 
the necessity of writing checks. Moreover, because of their legal tender 
power, they are readily accepted without regard to the credit standing 
and identity of the person offering them. 

The promissory notes and bills of exchange that banks take from bor- 
rowers and the securities they purchase are in the form of negotiable 
credit instruments. It is evident, therefore, that the rules governing credit 
instruments, and particularly those instruments that are negotiable in 
form, are of great practical importance both to banks and to those who 
deal with them. We shall examine the nature of negotiable credit instru- 
ments and the rules governing them in some detail. 

What is a negotiable credit instrument? To be negotiable, the credit 
instrument must be in a tangible form physically transferable from one 
holder to another. Hence the requirement that it must be a written 
promise or order to pay money signed by the person who originates it. 
(Thus, a charge account cannot be a negotiable instrument.) Further- 
more, it must contain 'words of negotiability” that indicate clearly the 
intent of the parties that it be negotiable. Generally words of negotiability 
are pay to the order of or pay to bearer , although the word negotiable 
is sufficient. Also a negotiable instrument must be payable in a “certain 
sum of money.” A promissory note promising to deliver grain or other 
commodities would not qualify as a negotiable instrument. In addition, 
the promise or the order to pay money must be clear and without condi- 
tions. For instance, a promise to pay $100 on the election of a certain 
man to public office would be conditioned upon the outcome of the 
election, and so could not be a negotiable instrument. 

Negotiable instruments fall naturally into two classes. The first is the 
negotiable promissory note, which is simply the promise of the maker 
of the note to pay a sum of money to the order of another on demand or 
at a certain future date. The second type of negotiable instrument is the 
bill of exchange. The bill of exchange is in the form of an order to pay 
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money addressed to (drawn on) a debtor by a creditor. For example, a 
trade bill is an order drawn by the seller of merchandise upon the buyer. 
If the buyer is to be given credit, the bill will be payable at the proper 
future date. The seller will, in that case, present the bill of exchange to 
the buyer, who “accepts” by putting his name on it. This signature binds 
the acceptor to pay the bill of exchange and makes the bill a trade ac- 
ceptance. Under certain circumstances, time drafts or bills of exchange 
are drawn against banks, which “accept,” by signing, and thus create 
bankers acceptances. 

Finally, a very common form of bill of exchange exists in the ordinary 
bank check. Here the depositor, a creditor of the bank, orders payment 
to some specified person or payee. Also, banks themselves draw bills of 
exchange against deposits carried with their city correspondents. These 
bills are commonly referred to as drafts. Except for bank checks and 
drafts, the use of bills of exchange in American domestic business is 
rather limited. The trade bill does not have widespread use in settling 
domestic transactions because of the prevalence of the practice of extend- 
ing credit by selling on open account. In foreign trade, on the other hand, 
bills of exchange are very commonly drawn by sellers on buyers, or on 
the buyers’ banks, as a means of obtaining payment for goods and services 
sold abroad. 

Importance of negotiability. What difference does it make whether 
or not a credit instrument is negotiable? The answer is simply this: a 
person who receives a nonnegotiable credit instrument by purchase or 
assignment, obtains, like any ordinary assignee, only those rights to 
collect which the previous owner or the assignor had. If the title of the 
transferor of a nonnegotiable instrument was faulty in any particular, 
the title received by the transferee or assignee is equally faulty. For 
example, if the payee (the person named to receive payment) of a non- 
negotiable instrument cannot enforce it because he obtained it from the 
maker by fraud, the person who receives the instrument, or any subse- 
quent holder, cannot collect it for the same reason. This resembles the 
effect of the assignment of an open account, which the assignor cannot 
collect because of some defense. The assignee, too, cannot collect. But 
if a negotiable credit instrument is taken by a person who is a holder in 
due course , it can often be collected even though the original payee or 
holder could not collect it. This superior position of the holder in due 
course arises apparently from the fact that the courts are eager to facili- 
tate the use of credit instruments. Their acceptability is considerably 
enhanced by the protection afforded the holder in due course. 

A holder in due course is one who has taken an instrument: (1) that 
is complete and regular upon its face; (2) before it became overdue, and 
without notice of any previous dishonor; (3) in good faith and for value; 
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and (4) with no notice of any infirmity in the instrument or defect in 
the title of the person negotiating it. 

Advantages of a holder in due course. Let us see the nature of the 
advantage that the law gives the innocent holder in due course. The law 
classifies defenses against the payment of credit instruments into two 
types. The first are called absolute defenses because, when proved, they 
defeat any holder s attempt to enforce payment from the person nominally 
obligated to pay. Absolute defenses defeat even the claims of that specially 
favored person, the holder in due course. Such defenses include: (1) 
forgery of the maker’s name or forgery of the payee’s endorsement of an 
instrument payable to his order; (2) lack of legal capacity of the maker 
or obligor to contract, whether because of infancy (under 21 years) or 
insanity; and (3) lack of delivery of an incompleted instrument. In the 
last case, should a person sign a note or check and lose it before com- 
pletely filling in the blanks (date, payee, or amount) a finder cannot 
complete the instrument and make it enforceable against the one who 
signed it. 

Of more importance to us here, however, are the advantages accruing 
to the holder in due course because of his freedom from the second 
type of defenses. These defenses are called personal because they apply 
only to persons who are immediate parties to the instrument and who, 
therefore, are aware of the objections or defenses to its payment. Such 
personal defenses include: (1) fraud; (2) lack of delivery; (3) lack of 
consideration; (4) wrongful filling out of an incompleted instrument; 
(5) conditional delivery when the condition has not been fulfilled; (6) 
illegality; and (7) duress. For example, if a seller of merchandise mis- 
represents its quality and so induces the buyer to give him a negotiable 
promissory note, the fraud practiced on the buyer is a defense against 
paying the seller. But, because fraud is only a personal defense, if the 
seller negotiates the note to the bank, which takes it in good faith for 
value, unaware of the fraud, the bank can collect. Similarly, when 
the maker of a promissory note has not yet intentionally delivered it to 
the payee, the latter could not collect it even though he found it or 
otherwise improperly came into possession. An innocent holder, however, 
could collect. Again, the obligor on a negotiable instrument need not 
pay the person to whom he gave it, should it later appear that he re- 
ceived nothing of value in return; that is, there was lack of consideration. 
But the holder in due course can collect if the instrument comes into his 
hands. Finally, should a negotiable instrument be delivered "to the payee 
with date, amount, or payee’s name left blank, the payee is authorized 
to fill in the blanks correctly . Should he, for example, fill in an amount 
in excess of what is correct, he cannot collect. But the holder in due 
course can collect if it is negotiated to him. 
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Material alteration. A material alteration of a negotiable instrument 
may consist of changes in: (1) the date; (2) the sum payable; (3) the 
time or place of payment; (4) the number or the relations of the parties; 
and (5) the medium or currency in which payment is to be made. It 
may also consist of the addition of a place of payment where none is 
specified, or any other change altering the effect of the instrument. 

Probably material alteration most commonly takes the form of raising 
the amount to be paid. When this or any other material alteration is 
made by a person holding the instrument, such a holder cannot collect 
anything and, so far as he is concerned, the instrument is discharged. 
But a special concession is made to an innocent holder to whom it may 
be negotiated, for he may collect it according to its terms before alteration. 

Transfer of title. There are various ways in which a holder in due 
course can acquire the title to a negotiable instrument. If the instrument 
is payable to the order of the payee, two steps are required: first, the 
payee must give an “order” by endorsing the instrument; secondly, the 
instrument must be delivered physically. If either of these steps is lack- 
ing, no title passes. On the other hand, should the instrument be payable 
to bearer y any holder, whether he owns it or not, can transfer title to the 
holder in due course by mere delivery alone. For example, should an 
instrument payable to bearer become lost, a finder would have no right 
to collect it. But he may pass the title with full right to collect to an 
innocent holder who is unaware that the instrument was lost and had 
been found by a person with no title. 

Whether an instrument is payable to order or not, it is customary for 
anyone receiving it from a previous holder, to require that holder to 
endorse it. This permits the holder in due course to come back to the 
endorser and hold him liable in case the instrument cannot be collected. 
Persons who receive negotiable instruments from previous holders neces- 
sarily depend upon their endorsements for assurance of payment. It is 
for this reason that endorsement is required on instruments payable to 
bearer. 

Endorsement. There are four common types of endorsement, of which 
the first is endorsement in blank. This consists of the mere signature of 
the endorser, and passes title with delivery. In addition to passing title, 
the endorser warrants: (1) that the instrument is genuine and in all 
respects what it purports to be; (2) that he has good title to it; (3) that 
all prior parties had capacity to contract; and (4) that the instrument at 
the time of his endorsement is valid and subsisting. Further, he promises 
that the instrument will be paid if properly presented when due. If the 
instrument is dishonored and proper notice is given of the fact, the en- 
dorser must pay it. After an instrument has been endorsed in blank, it 
becomes a bearer instrument, negotiable by mere delivery. A second 
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type is the restrictive endorsement. This consists of the endorser s signa- 
ture, accompanied by some expression that prohibits the further negotia- 
tion of the instrument For example, an instrument endorsed 'Tor collec- 
tion” is restrictively endorsed. The person talcing an instrument so en- 
dorsed is presumed to have been aware of it and holds the instrument 
as the agent of the endorser; any proceeds realized are held in trust for 
the endorser. Thus, a person taking an instrument bearing a restrictive 
endorsement cannot become a holder in due course. A third type is the 
special endorsement, specifying the person to whose order the instrument 
is to be payable. Its further negotiation requires the endorsement of that 
person. In case he fails to endorse, the holder is entitled to the endorse- 
ment needed to pass title. The special endorsement gives protection in 
case of loss of the instrument in the mails. Finally, the qualified endorse- 
ment (without recourse) transfers title and warrants the paper’s genuine- 
ness, but eliminates the guaranty of payment by the endorser. 

Liability of endorsers. As noted above, endorsers ordinarily bind 
themselves to two things: first, they warrant unconditionally that the 
instrument is genuine (not forged), that the obligor and all previous 
endorsers are’ legally capable of making binding contracts, and that there 
is a good title to convey to the endorsee. Thus, should the final holder of 
a negotiable instrument be unable to collect because of forgery, or the 
obligor’s lack of capacity to contract, he can demand that the endorser 
assume the loss. The second undertaking of those who endorse in the 
ordinary manner (not restrictively or without recourse) is that the instru- 
ment will be paid . In other words, such endorsers guarantee payment. 
But the guaranty is conditional only. To bind the endorsers on their 
guaranty the holder must present the instrument to the obligor for pay- 
ment. This presentment must be in the proper manner and place and at 
the proper time. This requires that a time instrument be presented on 
the day it is due; otherwise the endorser is free of liability. If the instru- 
ment is payable on demand, it must be presented within a reasonable 
time. This stipulation is interpreted to mean that the last holders of bank 
checks and other demand bills of exchange must present them, or start 
their collection, within the next business day after receiving them. Other- 
wise the endorser is freed from his liability as guarantor of payment. 
Thus a holder of a bank check may preserve his rights to hold previous 
endorsers on their guaranty of payment by starting presentment, either 
by turning the instrument over to his bank or by other means, within 
the next business day after its receipt. In case of dishonor, notice must 
be sent to each endorser against whom the holder desires recourse. Notice 
of dishonor may be either in writing or oral, and given in any terms suffi- 
cient to identify the instrument and indicate that it has been dishonored. 
Notice of dishonor must be started so as to reach the party notified 
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within the next business day if the parties live in the same place. Where 
the parties to the notice reside in different places, notice of dishonor 
must be deposited in the post office in time to go by mail the next busi- 
ness day, or, if there is no mail at a convenient hour on that day, by the 
next mail thereafter. If notice is not sent by mail, it must arrive within 
the time at which notice properly sent by mail would have arrived. When- 
ever notice is properly addressed and deposited in the post office (or 
box), the sender has given sufficient notice, even if the notice never 
actually arrives. A party receiving notice of dishonor has, after its receipt, 
the same length of time as the original holder for notifying and binding 
the preceding endorsers. Notice of dishonor may be waived by the en- 
dorser. 

A dishonored bill of exchange drawn or payable in another state (that 
is, a foreign bill) must be "protested”; otherwise the drawer and en- 
dorsers will be discharged. The protest must be annexed to the bill or 
contain a copy thereof and be under the hand and seal of a notary. It 
must contain the time, place, and fact of presentment and be sent as 
notice of dishonor to parties to be held. Endorsers sometimes mark checks 
"no protest” to indicate that they waive the requirement of proper pre- 
sentment and formal notice of dishonor. This procedure means that they 
will unconditionally assume their liability as guarantors. Such a waiver 
has the advantage of avoiding the costs of the formal protest, which are 
attached to the check as returned to the endorser. 

The depositor and the bank. When a depositor draws checks on his 
bank he promises that they will be paid. Even though a holder delays 
unreasonably, the depositor is duty bound to maintain an adequate 
balance out of which to pay outstanding checks. In other words, delay 
in presentment of checks does not discharge the drawer except in one 
special circumstance. Should delay in presentment beyond the next 
business day after issue result in the check not being paid because of 
the failure of the bank on which it is drawn, the drawer is excused from 
liability to the extent of his loss. 

Drawers of checks frequently try to protect themselves and the bank 
by making a notation on the face to the effect that the check will not be 
honored by the bank after a certain number of days’ time. This has the 
effect of a "stop-payment” order but does not relieve the depositor of 
his obligation to pay the check eventually. 

Sometimes depositors carelessly draw checks in such a way as to make 
it easy to insert additional figures or words. This carelessness invites 
alteration by unscrupulous holders. The courts, therefore, frequently 
rule that when a bank has paid a check in ignorance of the alteration, 
which the depositors carelessness made easy, the bank should not suffer 
the loss, but instead is entitled to charge the amount to the depositor. 
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For this reason, drawers of checks and other instruments ought to use 
care in filling up all unused spaces. 


Questions for Study 


1. Why can one properly say that our money is generally a form of debt? 

2. Can you distinguish between a promissory note and a bill of exchange? 

3. How can you tell whether or not a note or bill is negotiable? Why is it 
important to know? 

4. What is a trade acceptance? A banker s acceptance? 

5. What must a person be prepared to show in order to qualify as a holder 
in due course of a negotiable instrument? 

6. What is the advantage of establishing the fact that one is a holder in due 
course? 

7. Distinguish between: (a) the absolute defenses; and (b) the personal de- 
fenses to the payment of a negotiable instrument. 

8. What is a material alteration? What is its effect on the right to collect 
of the one who alters the instrument? How is the innocent holder affected? 

9. Name the four types of endorsement of negotiable instruments. What is 
the effect of each? 

10. What is the difference between an endorsers 4 warranty” and his "guar- 
anty” of a negotiable instrument? Under what conditions may the two 
liabilities become separated? 

11. What must a holder of a negotiable instrument show in order to hold en- 
dorsers upon their guaranty? 

12. What is the effect of 4 no protest” stamped upon the face of a check by a 
payee living in another state? 



chapter seven 


THE COMMERCIAL BANK 


By lending and investing, commercial banks create the main part of our 
supply of money. To understand this process of money creation and the 
banks’ part in the extension of credit, we need to become familiar with 
both the structure and the operations of the commercial banks. As a first 
step in this direction, we shall examine the essential elements of the 
individual bank as revealed by the simple balance sheet. Later we shall 
try to catch an over-all view of the whole banking system by looking at 
a combined and somewhat more detailed balance sheet for all commer- 
cial banks. 


The Balance Sheet of the Individual Bank 

The evolution of a commercial banks balance sheet throws a good 
deal of light upon the basic process of credit expansion and money erea- 
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tion. Therefore, let us look at the process of organizing and opening a 
bank, examine a simple statement of assets and liabilities of the bank as 
first organized, and trace through the results of its expanding activities. 

Organization and opening of a bank. Banks organized under the bank- 
ing laws of a state are called state banks , and those organized under the 
Federal laws are called national banks . The type of charter preferred 
depends somewhat upon the kind of banking in which the organizers 
expect to engage. For example, if a nonstock mutual savings bank is to 
be organized, it must be done under state laws. Also, if a bank wishes to 
engage extensively in lending on real estate security, the opportunities are 
frequently greater under state than under Federal law. Likewise, capital 
requirements are sometimes less rigid under state law, and the super- 
vision of state banks has frequently been less strict. 

To obtain a charter to start a new bank, application must be made to 
the proper authority. Applications for national bank charters go to the 
Comptroller of the Currency, who is in charge of organizing and regulat- 
ing national banks. For state charters, application must be made to the 
state banking department. Such applications for charters are now more 
than mere formalities, and properly so. At least five prospective share- 
holders must sign the application for a national bank charter. They should 
not be “promoters” in the professional sense of the word, for to receive 
favorable consideration the application must reflect a local demand for 
the banking accommodation that the proposed bank will provide. 

Before approval is granted, the proposed organization is scrutinized to 
make certain that the organizers are competent and trustworthy. More- 
over, the existing banking facilities and practices must be taken into ac- 
count in order to evaluate the community need and the probability of 
success of the proposed bank. Today the organizers will desire that the 
bank become a member of the Federal Deposit Insurance System, and 
therefore the proposed bank should be approved for deposit insurance 
by the Federal Deposit Insurance Corporation. 

When approval to organize is received, the stockholders’ subscriptions 
to the bank stock must be obtained and the capital paid in. 

The balance sheet of the individual bank. Let us assume that all the 
requirements have been fulfilled for organizing a new small national bank. 
Its common stock has a total par value of $50,000, but because such stock 
must now be sold at a 20 per cent premium, 1 the bank has actually re- 
ceived $60,000 from the stockholders. Of this amount $50,000 has been 
spent on a building and some equipment, $1,800 invested in stock of the 


1 To step up the stockholders* capital contributions above the min i m um capital 
stock requirements, the law requires a paid-in surplus of 20 per cent when national 
banks are organized. 
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Federal Reserve Bank, 2 and $8,200 kept as cash. The banks balance 
sheet, or statement of assets and liabilities, now stands as follows: 


Assets 


Liabilities 


Cash reserves 

Stock in Federal Reserve 

$ 8,200 

Capital stock 

Surplus, paid-in 

$50,000 

10,000 

Bank 

1,800 

Build. & equip. 

50,000 



Total assets 

$60,000 

Total liabilities 

$60,000 


Our bank is now ready to receive deposits. Friends and relatives of 
the organizers are prevailed upon to bring in for deposit $1 million in 
the form of checks on other banks. When these checks are collected our 
bank’s balance sheet reads: 


Assets 


Liabilities 


Cash reserves 

$1,008,200 

Demand deposits 

$1,000,000 

Stock in Federal Reserve 


Capital stock $50,000 


Bank 

1,800 

Surplus, paid-in 10,000 


Build. & equip. 

50,000 

Total capital account 

60,000 

Total assets 

$1,060,000 

Total liabilities 

$1,060,000 

Our bank’s successful campaign for deposits has obviously 

depleted 


■the cash reserves and the deposits of other banks by $1 million. This loss 
of cash reserves, equal to the loss of deposits, will put a squeeze on the 
reserve position of the other banks. 

We shall assume that the cash reserve which our bank must carry 
against its demand deposits is 20 per cent. Consequently, to provide 
adequate cash to support its new $1 million in deposits, the bank needs 
only $200,000 in cash reserve. The remainder, along with the $8,200 left 
from the stockholders’ contribution, can be lent or invested in securities. 
The loan fund of the bank, equal to its excess cash reserves, is therefore 
$808,200. Let us next assume that the bank lends $400,000, purchases 
$400,000 of U.S. securities, and invests $8,200 in other securities. Nor- 
mally, the proceeds of the bank’s loans will be paid out by the borrowers 
to persons and firms that are customers of other banks. Also, sellers of 
bonds purchased by the bank will normally be customers of other banks. 
In consequence, the loans and investments of our bank will cause a rise 
in its earning assets by $808,200 and a drop in its cash reserve by a similar 
amount. On the other hand the cash reserves and the deposits of other 
banks will increase by $808,200. Our bank’s balance sheet now reads as 
follows: 


2 National banks must belong to the Federal Reserve System and must buy stock 
in the Federal Reserve Bank of their district to the amount of 3 per cent of their own 
capital and surplus. 
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Assets 


Cash reserves 

$ 200,000 

Loans 

400,000 

U.S. securities 

400,000 

Stock in Federal Reserve 


Bank 

1,800 

Other securities 

8,200 

Build. & equip. 

50,000 

Total assets 

$1,060,000 


Liabilities 

Demand deposits $1,000,000 

Capital stock $50,000 

Surplus, paid-in 10,000 

Total capital account 60,000 


Total liabilities $1,060,000 


To be realistic we must now assume that our bank, like its fellow 
commercial banks, establishes a savings department and receives on 
deposit $50,000 in savings accounts. These deposits are made either (1) 
by bringing in cash; or (2) by depositing checks drawn against other 
banks. The immediate result will be an increase in cash reserves of our 
bank by $50,000 and in savings deposits by a like sum. The new savings 
accounts require some cash reserve, 4 per cent let us assume, so that 
$2,000 of the $50,000 in cash received through savings deposits must be 
impounded as reserve. This leaves $48,000 in free cash that may be lent 
out. When this money has been lent the balance sheet of our bank will 
look like this: 


Assets 


Liabilities 


Cash reserves 

$ 202,000 

Demand deposits 

$1,000,000 

Loans 

448,000 

Time deposits, savings 


U.S. securities 

400,000 

accounts 

50,000 

Stock in Federal Reserve 


Capital stock $50,000 


Bank 

1,800 

Surplus, paid-in 10,000 


Other securities 

8,200 



Build. & equip. 

50,000 

Total capital account 

60,000 

Total assets 

$1,110,000 

Total liabilities 

$1,110,000 

Let us now carry our 

bank one 

step further. After some 

months of 


operation the bank finds that it has paid all of its expenses and has $5,000 
left, out of its interest earnings. Assuming that there has been no change 
in the amount of deposits, this gain of $5,000 will appear as an increase 
in assets by this amount. The banker, being thrifty, has invested the 
$5,000 in other securities. On the liability side of the balance sheet the 
accruing profit must be shown as an addition to the capital accounts, or 
net worth. Therefore $5,000 will be put in a new item among the capital 
accounts, namely, undivided profits . The balance sheet now reads: 

Assets Liabilities 


Cash reserves 

$ 202,000 

Demand deposits 


$1,000,000 

Loans 

448,000 

Time deposits, savings 

U.S. securities 

400,000 

accounts 


50,000 

Stock in Federal Reserve 


Capital stock 

$50,000 

Bank 

1,800 

Surplus, paid-in 

10,000 


Other securities 

Build. & equip. 

13,200 

50,000 

Undivided profits 

5,000 


Total capital accounts 

65,000 

Total assets 

$1,115,000 

Total liabilities 


$1,115,000 
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The place of the new bank in the banking system. So far as the 
banking system is concerned, the appearance of our new bank has merely 
compelled the other bankers to share with the newcomer the pre-existing 
supply of cash reserves and the loans and deposits supported thereby. 
The new bank did not cause any addition to the supply of reserve funds 
nor did it enable the banking system to make any net additions to total 
deposits. It was able to make loans only by taking away from the other 
banks some of the pre-existing deposits. This fact explains the intensity 
which so frequently arises of the interbank competition for deposits. 


The Banking System— A Combined Balance Sheet 

Some sense of the magnitude of the credit and money-creating opera- 
tions of our commercial banking system is provided by a combined bal- 
ance sheet for the insured commercial banks. These banks, with 99 per 
cent of the total deposits of all commercial banks, constitute the signifi- 
cant portion of the commercial bank system. The combined balance sheet 
(Table 7.1) reveals details not shown on the simple statement that we 
previously examined. For example, it reveals the different varieties of 
cash or its equivalent carried by the banks. Besides till money, or currency 
and coin, bank cash reserves include deposits in the Federal Reserve 
Banks (by member banks) and deposits in other banks (city correspond- 
ents) carried by member and nonmember banks alike. The latter deposits 
are a convenience for the depositing bank not only because they provide 
a ready means for making payments to other banks, but also for the 
services that the city correspondent stands ready to perform in return 
for the deposit. The combined balance sheet also reveals something of 
the magnitude of the “float” of uncollected checks received on deposit 
but not yet deducted from the account of the drawers. 

Most significant of all, the combined balance sheet of the commercial 
banks gives us a picture of the magnitude of the checking account money 
that the banks have created in exchange for cash, debts of borrowers, and 
securities. It also shows why, with our mixed type of banks ( savings and 
commercial), total loans and investments cannot be taken as a measure 
of the money-creating activities of the commercial banks. Loans and 
investments in part reflect the time deposits of banks. Though near 
money, these deposits are not money itself. Only loans and investments 
made by banks in excess of those based on funds received from time 
deposits can properly be looked upon as a source of increase in money. 
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Table 7.1 

Assets and Liabilities of Insured Commercial Banks, June 29, 1963 
(In thousands of dollars) 


Assets 


Cash, due from banks and cash items: 


Cash in vault 

$ 3,486,794 


Collection items 

18,350,435 


With Federal Reserve Bank 

16,529,350 


With other domestic banks 

12,265,315 


With foreign banks 

245,254 


Total cash and due from banks 


$ 50,877,148 

Securities: 

U.S. Government obligations 

63,122,231 


Obligations of state and local governments 

27,610,889 


Other securities 

4,484,471 


Total securities 


95,217,591 

Loans— gross total 

147,975,718 


Less valuation reserves 

3,010,546 


Net total loans 


144,965,172 

Miscellaneous assets: 

Customers 1 liability for acceptances 

1,549,880 


Bank premises, etc. 

4,126,863 


Other assets 

2,072,046 


Total miscellaneous assets 


7,748,789 

Total assets 


$298,808,700 

Liabilities 

Deposits: 

Individuals and firms: 

Demand 

115,731,286 


Time 

95,462,429 


U.S. Treasury 

11,269,837 


States and local governments 

19,828,231 


Interbank and foreign governments 

18,833,836 


Certified checks, etc. 

4,439,172 


Total deposits 


$256,564,791 

Money borrowed 

1,499,211 


Acceptances outstanding 

1,597,026 


Other liabilities 

5,913,051 

9,009,288 

Total liabilities, excluding capital accounts 


$274,574,079 

Capital accounts: 

Capital stock 

7,172,366 


Surplus 

11,819,350 


Undivided profits 

4,663,487 


Reserves for contingencies 

579,418 


Total capital accounts 


24,234,621 

Total liabilities and capital accounts 


$298,808,700 
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Management and Control of Banks 

The management of a bank is vested in its board of directors and the 
officers appointed by the board. 

The bank directors. The boards of directors of national banks may 
consist of not less than five nor more than twenty-five directors. In their 
election stockholders have the privilege of cumulative voting. The di- 
rectors must be citizens of the United States, and three-fourths of the 
board members must have resided in the state, territory, or district, or 
within 50 miles of the banks head office, for at least one year before 
election, and must continue such residence during their term of office. 
They are sworn to administer the affairs of the bank diligently and 
honestly. 

Bank directors are chosen both for their business experience and skill 
and for their value in attracting important customers’ accounts. The intel- 
ligent businessman, holding a responsible position in trade or industry, 
makes a valuable member of a bank’s board of directors. His knowledge 
and experience enable him to contribute wise counsel to the bank man- 
agement. Furthermore, his position as director may be expected to at- 
tract the accounts of other businessmen. 

It sometimes happens, however, that directors, chosen largely for their 
prestige value, fail to understand clearly the nature of the responsibilities 
they have assumed. In such cases their attention to the bank’s affairs may 
be purely perfunctory, leaving the actual control of bank policies and 
operations in the hands of the officers. Such an attitude may matter little 
when officers are honest and competent and times are good. But some- 
times incompetency and dishonesty, preventable by diligence on the 
part of the directors, lead the bank to ruin. Even honest and competent 
officers need and are entitled to receive the wise counsel of the directors. 
Directors who fail to take an active and constructive part in determination 
of the banking policies are failing in their duties and may incur a serious 
penalty for such negligence. The law requires that directors exercise 
ordinary care and prudence in the administration of the bank’s affairs. 
Although they may entrust the actual operations to duly authorized offi- 
cers, they must exercise reasonable supervision and cannot hide behind 
the shield of ignorance when ignorance is the result of gross inattention. 
If the courts find that a director’s neglect has been responsible for the 
bank’s loss, they hold him liable. 

The directors of member banks may be removed from office by the 
Board of Governors of the Federal Reserve System on proof that they 
have been guilty of violation of the banking laws or have knowingly per- 
mitted the continuance of unsound or unsafe practices by the officers. 
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Public supervision and bank management. Bank managers are not 
entirely free to determine their policies as they may choose. Banks are 
among the most regulated of our economic institutions and the banker s 
policies must be set up within the framework of the regulations imposed 
by public authority. These regulations are primarily aimed at safeguard- 
ing the banks and maintaining a sound banking system. 

The foundation for bank regulation is found in the banking laws under 
which the banks operate. National banks must conform to both the Na- 
tional Banking Act and the provisions of the Federal Reserve Act. State 
banks similarly are controlled by the laws of their respective states and, 
if they are members of the Federal Reserve System, by the Federal Re- 
serve Act also. We shall have occasion later in our study to take note of 
these laws as they apply to particular banking operations. Out of these 
laws that regulate banking there necessarily arise supervisory boards and 
examiners charged with the duty of enforcing compliance. It follows 
that these regulatory and supervisory bodies play a significant part in 
bank management. They impose rules of banking conduct consistent with 
the banking laws and, by examination and reports, attempt to compel 
observance of these rules. Unhappily for the banker, there is a good deal 
of duplication in the efforts of the banking supervisors, and individual 
banks often find themselves making reports to and being examined 
by several supervisory authorities. For instance, there are four govern- 
mental agencies that are directly concerned with the regulation and 
examination of banks. First, the Comptroller of the Currency is charged 
with the duty of supervising the activities of national banks. This involves 
the establishment of regulations based upon the rules of the National 
Banking Act. To enforce these regulations the Comptroller's office main- 
tains a corps of examiners who regularly examine national banks and 
report their findings to each bank's board of directors and to the Comp- 
troller. Secondly, state-chartered banks are subject to the laws of their 
respective states and the regulations and examinations by the banking 
authorities thereof. Thirdly, the Federal Reserve Act establishes certain 
standards for member banks. The Board of Governors of the Federal 
Reserve System therefore reviews reports of other examining agencies 
and, where necessary, its examiners too may enter the picture to check on 
evidence of violation of the law by member banks. Fourthly, the deposits 
of all national banks and most state banks are insured by the Federal 
Deposit Insurance Corporation. To guard against unsound practices 
representatives of the FDIC annually examine each state bank that is 
not a member of the Federal Reserve System and regularly reviews re- 
ports of examinations by state and federal examiners. 

From time to time proposals for reforming the methods of control of 
the banking system have been made. For example the Commission on 
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Money and Credit proposed that ‘at the federal level there should be 
only one examining authority for commercial banks,” 3 and early in 1963 
a bill was proposed to that effect in Congress. 4 


Questions for Study 


1. Can you explain a preference that an organizer of a bank might have for 
a state or national charter? 

2. What requirements exist to aid in insuring that newly formed banks are 
needed and will be properly operated? 

3. What is the main source of loan funds of a newly organized bank? Why 
does a new banks expansion tend to reduce the lending capacity of its 
neighbors? 

4. When a bank realizes earnings of $5,000 over a period of time, how will 
they be recorded on the bank's balance sheet? 

5. What are the duties of bank directors? If they act in good faith in trusting 
the banks officers to operate the bank properly, what are their responsibili- 
ties in case the bank suffers losses because of negligent and illegal prac- 
tices? 

6. Arrange the following items to form a bank balance sheet: reserves for 
contingencies $12,000; Federal Reserve Bank stock $6,150; due from banks 
$64,200; demand deposits $750,000; certified checks outstanding $15,000; 
bills payable $25,000; deposits with the Federal Reserve Bank $93,200; col- 
lection items $81,300; U.S. securities $360,000; capital stock $150,000; 
time deposits $200,000; cash in vault $16,700; loans $627,000; U.S. Treas- 
ury deposits $65,000; surplus $100,000; other securities $80,000; other lia- 
bilities $15,000; undivided profits $6,250; other assets $9,700. 

7. Show the immediate effect of each of the following transactions upon a 
bank's balance sheet. Indicate only the amount of change in the appropriate 
individual balance sheet items. Remember that the balance sheet must bal- 
ance! 

a) The bank notifies its city correspondent to buy the following items 
and charge the cost against its deposit with the correspondent: 

1) $10,000 face value of open market commercial paper (bearer 
notes of a well-known finance company) having three-month 
maturity, discounted at 4 per cent per annum. 

2) $20,000 face value of U.S. bonds, with a coupon rate of 3& 
per cent, selling at $92 per $100 par. 


3 Money and Credit: Their Influence on Jobs , Prices and Growth , Report of the 
Commission on Money and Credit (Englewood Cliffs, N.J., Prentice-Hall, Inc., 1961), 
p. 174. 

4 Federal Reserve Bulletin , May 1963. This issue of the Bulletin contains the testi- 
mony of Chairman Martin and other members of the Board of Governors on the pro- 
posed legislation. 
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b) The bank extends a $10,000 loan to a customer for six months, at 6 
per cent interest, with the privilege of renewal for another six months 
on the payment of the interest on the maturing note. 

c) The bank receives on deposit: $4,000 in checks on other banks; 
$5,000 in checks on itself; and $2,000 in currency. 

d) Customer A with a balance of $600 drew a check for $750 payable 
to B. The bank honors the check by crediting B’s account for $750. 

e) The bank sells a $5,000 Treasury note nearing maturity for $4,990. 

f) The bank writes off a borrower’s note for $1,200 because it cannot 
be collected. 

g) The directors declare a 4 per cent dividend on the common stock, 
which is paid in cashier’s checks. 



chapter eight 


BANK DEPOSITS 
AND THEIR PROTECTION 


We have already observed the manner in which a new individual bank 
is able to gain a foothold and establish itself in the banking world. One 
thing stands out clearly: for the bank to expand, it must first acquire 
deposits. This it can do only by taking them away from its banking neigh- 
bors. Although the banking system as a whole is able to expand its total 
loans and demand deposits on the basis of new reserves, the individual 
bank has no such option; when the single bank makes a loan, it must 
have funds available to meet the withdrawal of an equal amount of cash. 
The loans of one bank lead to the expansion of cash and deposits of other 
banks. 

So far as the individual bank is concerned, the quantity of bank de- 
posits is fixed, and its only hope for taking part in profitable loan and 
investment activities is to acquire deposits from other banks. This is the 
reason for the active and sometimes destructive competition among 
banks for deposits. 
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Kinds of Deposits 

Commercial banks, as we saw earlier, do not in practice confine their 
business solely to the carrying of demand deposits. 1 In their search for 
loan funds they seek to expand both time and demand deposits and 
compete vigorously for each. 

The cash reserve required both by law and by operating necessity 
differs with the kind of deposit. Under the banking regulations of the 
United States, time deposits require the carrying of a lower percentage 
of cash reserves than do demand deposits. Thus a time deposit of a given 
number of dollars provides a greater volume of loan funds than does a 
demand deposit of the same amount. Moreover, because savings accounts 
and time certificates are generally much less active than demand deposits, 
the operating cost of handling them is smaller. Consequently, banks can 
afford to pay interest on time deposits. In contrast, they legally cannot 
pay interest on demand deposits, and may even make service charges on 
unprofitable checking accounts. 

Time vs. demand deposits. Bank deposits are differentiated into time 
and demand categories for a number of important reasons: 

1. Demand deposits make up a very significant part of the money 
supply, whereas time deposits are not money. 

2. Legal reserve requirements against demand deposits are higher 
than are those against time deposits for U.S. banks. 

3. Time deposits, particularly those made up of thrift or savings ac- 
counts, are less subject to irregular withdrawal than are demand de- 
posits. Consequently, the investments and loans based on funds arising 
from time deposits often differ from other bank loans and investments. 

4. Under present regulations banks can pay no interest on demand de- 
posits but are allowed to do so on time deposits. 

The definition of time and demand deposits for member banks, as 
stated by the Board of Governors of the Federal Reserve System, makes 
clear the distinction between the two types: 

1- Demand deposits are all deposits not classified as time deposits. 

2. Time deposits fall into three classes: 

(a) The time certificate of deposit, issued by the bank to the de- 
positor and payable in not less than thirty days after its issue or upon 
at least thirty days* written notice. Business firms and individuals use 
time certificates to earn interest on funds that are not seasonally em- 
ployed. 


1 Historically some commercial banks have limited themselves strictly to demand 
deposits and have handled only large deposit accounts of big customers. Today such 
highly specialized commercial banks are rare and most banks actively seek savings and 
other forms of time deposits. 
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(b) Time deposits, open account, that differ from time certificates 
in that they permit accumulations of current deposits. They also may not 
be withdrawn until maturity or until the expiration of a required thirty- 
day notice period. They include Christmas and vacation savings clubs. 

(c) Savings deposits. These must be evidenced by a passbook, or 
other written receipt or agreement, and consist of funds deposited to 
the credit of individuals (except partnerships operating for profit) or 
nonprofit organizations. Banks must have the right to require at least 
thirty days’ written notice of withdrawal of such deposits. Payment is 
made only upon the presentment of the passbook or directly to the de- 
positor himself. 

The withdrawal of time deposits. To prevent the evasion of the rule 
against paying interest on demand deposits, some restraint is needed on 
the withdrawal of time deposits. Otherwise some deposits, actually de- 
mand in nature, might masquerade as time deposits in order to earn 
interest. Consequently, the law prohibits Federal Reserve member banks 
from paying time certificates and time deposits, open account, before 
they are due (at maturity or after the expiration of the required period 
of notice), except in accordance with rules laid down by the Board of 
Governors. It also prohibits any member bank from paying any savings 
account without notice unless all savings accounts of that bank are simi- 
larly payable. However, banks need not require any notice on savings 
accounts before withdrawal, since savings accounts are genuine thrift 
accounts and are not likely to represent demand deposits in disguise. The 
Board of Governors now permits member banks to pay out time deposits 
before maturity if the depositor, in a written application, shows that the 
payment is necessary to prevent great hardship in meeting an emergency. 
Banks may also lend on unmatured time deposits at rates of interest not 
less than 2 per cent above the rate paid on the deposit. The Federal 
Deposit Insurance Corporation enforces similar regulations on non- 
member insured banks. 

Kinds of depositors. The holders of deposits in commercial banks may 
be classified into four main groups: 

1. Holders of business and personal accounts. These accounts include 
both time and demand deposits (checking accounts). In the latter cate- 
gory are included certified checks and cashiers’ checks. 

2. The United States Government, with deposits mainly payable on 
demand. These deposits are mainly used to receive current governmental 
revenues that arise from employer withholdings of income and social se- 
curity taxes, certain excise taxes, and quarterly receipts of corporate and 
personal income tax payments. Proceeds from new security issues of the 
Treasury also accumulate in these accounts awaiting disbursement. These 
accumulations are left on deposit with qualified depositaries until needed 
for disbursement by the Treasury. From time to time, in anticipation of 
expenditures, the Treasury makes calls on these accounts for transfer to 
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the Treasury account at the Federal Reserve Banks. The purpose of these 
accounts is to minimize the disturbances to bank reserve positions when 
Treasury receipts exceed expenditures. 2 

3. State, county, and municipal governments, with accounts mainly 
in demand deposit form. 

4. Banks with funds deposited in city correspondent banks. These ac- 
counts are known as interbank deposits or bankers’ balances. They are 
of great value to the depositing bank because they: 

a) Provide the bank owning them with working cash reserves. 

b) Enable the bank to provide customers with drafts payable in large 
cities. 

c) Facilitate the collection of checks. 

d) Facilitate making loans and investments in the city money markets. 

Figure 8.1 provides a visual measure of the relative importance of 
deposits held by the different classes of depositors. 


Methods of Acquiring Deposits 

Competitive methods. A bank has a number of methods by which it 
may seek to attract deposits. It may erect an imposing building of modern 
design which will attract favorable attention from the public and provide 
customers with both conveniences and a feeling of pride of association. 
Where legally permitted it may seek new customers by establishing 
branches in newly developed shopping centers and in residential areas. 
It may expand the free services and conveniences available to customers. 
It may advertise, in a restrained and dignified manner, on billboards and 
in newspapers. It may organize a “new-business department” whose 
function is to make contacts with new customers. The big city bank 
maintains a staff of personable and competent officers who regularly 
pay visits to banks in smaller cities. They seek to impress upon these 
country banks the advantages of developing and maintaining correspond- 
ent bank relations, including a sizable deposit with the big city bank. It 
may persuade the stockholders to elect a prominent business executive 
to the board of directors in order that all or part of the deposits of the 
executive's firm may be captured. Finally, it may compete with other 
banks and with other savings institutions in a more direct way by offering 
higher rates of interest on deposits. This last form of competition has 
been especially important. A good many depositors are influenced by 
the interest payments and respond favorably to offers of higher returns. 
Therefore, when one bank offers higher interest to depositors, other banks 
are forced to do likewise. There always seems to be excess capacity in any 

2 Helen J. Cooke and Kathleen N. Straus, “Treasury Tax and Loan Accounts at 
Commercial Banks,” The Treasury and the Money Market (New York: Federal Re- 
serve Bank of New York, May 1954). 




Fig. 8.1. Deposits of Insured Commercial Banks by Classes of Banks 
(in billions of dollars). 
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given bank for absorbing and utilizing additional deposits. Therefore, to 
some degree, banking is exposed to the danger of cutthroat competition. 
There exists a powerful temptation to try to attract added deposits by 
offering higher interest rates. This practice tends to reduce banking 
profits and encourages the banker to seek increased earnings by making 
less conservative and more remunerative loans and investments. If all 
bankers could be trusted to refuse to make unsafe loans under the stress 
of competition and profit seeking, unlimited competition for deposits 
among bankers might have no dire results. What borrowers would pay for 
well-secured loans and the banker’s necessary profit margin would tend 
to fix the limit on interest payments to depositors. 

In actual practice, however, not every bank can be trusted to watch 
competition deplete its deposits by paying higher interest rates without 
raising its own interest payments in return. There seem always to be 
some potential borrowers who will promise to pay higher interest on 
loans in order to finance untried and hazardous ventures. The banker, 
seeking greater earnings to compensate for high interest paid on deposits, 
may turn to these more speculative loans and investments. But, because 
of circumstances or short-sightedness, he may not increase his earnings 
margin enough to compensate for the greater risks involved. The evil 
consequences of such action are concealed during periods of prosperity, 
but depression reveals them. To guard against excessive competition for 
deposits, clearinghouse associations have sponsored agreements among 
their members regulating competitive practices. Particularly, they have 
attempted to control the charges made by banks for services rendered to 
customers and the payment of interest on deposits. Likewise bankers by 
tacit agreement often refrain from raising interest payments on deposits 
in recognition of the fact that in the end all will be worse off. The bank- 
ing acts of 1933 and 1935 recognized the need for regulation of competi- 
tive interest payments by prohibiting all insured banks from payment 
of interest on demand deposits and by providing for the setting of maxi- 
mum rates of interest paid on time deposits. 

Prohibition of interest payments on demand deposits. In earlier 
times, banks often paid interest on the average demand deposit balances 
of their more important customers. Especially was this the practice of 
city correspondent banks as they bid for the deposit balances of country 
banks. The legal prohibition of interest on demand deposits seems to 
have been aimed at holding in check excessive competition of this kind 
among city banks and to discourage the accumulation of country bank 
funds in the hands of city correspondent banks. 

An additional strong reason for prohibiting interest payments on de- 
mand deposits arose from the fact that commercial banks that survived 
the bank holiday of March 1933 were in a severely weakened condition. 
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Earnings were low; capital was often badly impaired. There was also 
the burden of paying assessments to support the newly established Fed- 
eral Deposit Insurance Corporation. The survival of the banking system 
depended upon the successful rehabilitation of the individual banks. 
This in turn required improved earning power. The prohibition of interest 
payments on demand deposits and the limits put on interest payments 
on time deposits provided a barrier against competitive actions that might 
have defeated the rehabilitation efforts. 

Although interest can no longer be paid on demand deposits, banks 
are free to compete in other ways. Free services are legitimate bait to 
offer depositors, even though they involve expense to the bank. In bound- 
ary-line cases, supervisory authorities must rule on the question of 
whether or not a given practice constitutes in fact the payment of inter- 
est. Banks may absorb incidental out-of-pocket expenses incurred for the 
depositor. But, in the case of banks belonging to the Federal Reserve 
System, the absorption of costs of over $2 per month for any one deposit 
is ruled to be a payment of interest. 

Regulation of interest on time deposits. Time deposits are subject to 
two limitations as to interest payments. First, member banks may pay 
no more (but may, of course, pay less) interest than that prescribed by 
the Board of Governors. Secondly, they may pay no more than the maxi- 
mum rate permitted to state banks and trust companies. Under the 1935 
banking act, the Board of Directors of the Federal Deposit Insurance 
Corporation is empowered and directed to put into force regulations on 
the payment of interest by nonmember insured banks. The maximum 
rates of interest that nonmember insured banks may pay on time deposits 
have been made the same as those for member banks. The maximum 
rates on time deposits fixed for member banks are shown in Table 8.1. 

In some states, the state banking authorities have fixed maximum 
rates of interest payable on time deposits at figures lower than those set 
by the Board of Governors. In such states, the lower state figures become 
the maximum that can be paid by all member banks. 

The regulation of interest payments on time deposits has been criti- 
cized during the last few years. One obvious objection is the handicap of 
bankers in the race to acquire their fair share of current accumulations 
of savings. This seemed unimportant during the 1933-1951 period when 
the Depression and, later, the war and postwar easy money policy re- 
sulted in an abundance of loan funds. However, during the 1950’s and 
early 1960 s tighter money conditions and increased borrowing pressure 
caused bankers to seek new sources of funds. Obviously a promising 
source was current savings. But the strong demand for real estate mort- 
gage funds for housing permitted savings and loan associations to offer 
higher rewards to savers than bankers could offer. The pressure of banks 
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Table 8.1 

Maximum Interest Rates Payable on Time and Savings Deposits 
(Per cent per annum) 


Effective date 


Type of deposit 

Jan. 1, 

Jan. 1, 

Jan. 1, 

July 17, 

1936 

1957 

1962 

1963 

Savings deposits held for: 





1 year or more ) 

2% 

3 

\ 4 

4 

Less than 1 year ) 


( 3% 

3% 

Postal savings deposits held for: 



\ 4 


1 year or more ) 

2% 

3 

4 

Less than 1 year \ 


) 3£ 

3a 

Other time deposits payable in: 



1 4 

\ 

1 year or more ) 

2 % 

3 


6 months- 1 year ) 


\ 3& 

} 4 

90 days-6 months 

2 

2K 

2% 


Less than 90 days 

1 

1 

1 

l 


for relief from this difficulty is reflected in the higher interest ceilings 
on savings accounts allowed after 1957 that appear in Table 8.1. 

A second source of bankers’ discontent with interest ceilings on time 
deposits arose among big city banks with large corporate accounts. As 
interest rates rose the yield on Treasury bills and prime commercial paper 
became especially attractive to corporate treasurers. Consequently they 
have tended to invest part of their demand deposit funds in these highly 
liquid assets. Bankers, fearing that funds so withdrawn might not find 
their way back to the particular bank losing them (the total quantity 
of demand deposits of the banking system was not affected), began to 
offer corporations interest on negotiable time certificates of deposit. 
These certificates, often in multiples of $1 million, had expanded to 
$8 billion in 1963. At first, attractive interest on these certificates could 
be paid only on relatively long maturities. The liquidity of such certifi- 
cates, however, has been greatly enhanced by the development of a 
secondary discount market in which they can be readily sold. Further- 
more, since July, 1963, banks have been allowed to pay up to 4 per cent 
interest on all time certificates with maturities of 90 days, or more. 

The reaction to the increases in interest rate ceilings on savings and 
other time deposits has varied. Many banks of larger size took advantage 
of the new ceiling schedule in 1962 and immediately increased their rate 
on deposits. Almost 83 per cent of banks with deposits of over $500 
million increased their rates with about half of them offering the maxi- 
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mum. 3 This reaction reflected the active competition of these banks 
with the big savings and loan associations in their areas. Smaller banks 
responded more moderately. Two disturbing results seem to have ac- 
companied the increase in interest rates offered by the banks. First, 
saving and loan associations, free from regulations as to dividend pay- 
ments to shareholders, in many cases raised their rate of pay to savers 
and to some degree nullified the advantage gained by the banks. Sec- 
ondly, because the ceiling rate on bank time deposits also threatens to 
become the floor as well, banks in competition with savings and loan 
associations found that the increase in ceiling rates tended to increase 
operating expenses by raising the cost of all savings and time deposits, 
both old and new. Thus the increase in interest costs may more than 
offset the advantages of any transitory gains from an increase in loan 
funds. Some bankers would welcome the removal of interest rate ceilings 
altogether. This would permit banks to pay a competitive rate where 
necessary but would free them from criticism for paying less than the 
ceiling where local conditions permit. Furthermore, some bankers have 
objected to the higher ceiling on rates as a possible encouragement of 
unsound banking practices. In general, banks that have raised their rates 
have found it necessary to uncover new and more profitable loan outlets 
in the real estate-mortgage loan field and in consumer credit. Clearly 
the problem of control over maximum interest rates on savings and time 
deposits is a thorny one. 

In addition to the already mentioned criticisms of interest rate limita- 
tions on bank time deposits, the regulations have come under fire from 
another quarter. One result of the use of dollar balances as reserves of 
foreign banks and monetary authorities has been the danger of with- 
drawals of these funds for conversion into gold or foreign currencies. 
Such withdrawals have played an important part in creating the balance 
of payments problem for the United States during the last few years. 
Aside from threats of dollar devaluation, a major cause of these with- 
drawals has been the interest rate differentials between New York and 
foreign money centers. Because of the very low rate of interest (1 per 
cent) which banks are permitted to pay on ordinary time deposits of 
less than ninety days’ maturity it is quite clear that banks have been 
in a weak position to aid in attracting and holding foreign-owned funds. 
Consequently, effective October 16, 1962, the law was amended to re- 
move interest ceilings on time deposits belonging to foreign governments, 
central banks, and international financial institutions of which the United 
States is a member. This change in the law, effective for a three-year 


3 “Interest Rates on Time Deposits, Mid-January 1962,” Federal Reserve Bulletin, 
February 1962. 
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period, was designed to encourage American banks to offer substantially 
higher interest on foreign short-term deposits and thus discourage foreign 
governments from withdrawing gold. 

Making the individual account pay its way. Although banks no longer 
may pay interest on demand deposits, they commonly perform many 
services designed to attract customers. The customer’s checking account 
is likely to involve a considerable expense to the bank. Even without the 
frills of special services, the handling of checks written by the depositor, 
the collection of deposited checks drawn on other banks, and the keeping 
of records all require expensive supplies and equipment and the services 
of skilled bookkeepers. 

Before the depression of the 1930’s, many bankers were inclined to 
view the size and activity of individual accounts with a good deal of 
tolerance. Because, in general, bank operations were profitable, a careful 
consideration of costs and earnings seemed unnecessary. But the depres- 
sion and its losses brought a sharp awareness of the need to increase 
revenues and to cut costs. It became imperative for the banker to know 
whether or not a deposit justified itself and, if it did not, what to do 
about it. Today most banks attempt to measure the costs of carrying 
accounts, and levy service charges against those that do not pay their 
way. 

To evaluate the desirability of a customer’s account the banker needs 
to know what the account costs to handle and how much earning power 
it brings to the bank. To calculate the cost of an account to the bank, some 
estimate must be made of the unit cost of each operation performed by 
the bank in connection with the account. Thus, the bank needs to know 
the cost involved in paying checks drawn by the depositor and the cost 
of collecting checks on other banks brought in for deposit. A cost analysis 
of the several operations involved is sometimes made. More frequently, 
however, the banker seizes upon the results of some other bank’s cost 
study and applies these cost figures to his own bank. Often he appears to 
follow some rule-of-thumb estimates or hunches as to costs. In any event 
a “maintenance charge,” to offset the expense involved in merely making 
a place for the account on the bank’s books, is often made and to it are 
added activity costs calculated by applying unit cost estimates to the 
items that have moved through the depositor’s account. The combined 
results constitute the cost of handling the account for the month con- 
cerned. 

To find the earning power of an account, the bank subtracts the re- 
quired reserves from the average collected balance (funds deposited less 
any float of uncollected checks), and multiplies the remainder by the 
average rate of interest earned by the bank on its loans and investments. 
A comparison of the estimated costs charged against the account with 
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the estimated contribution to the bank’s earnings provides the basis for 
the service charge levied against the account. 

Not all accounts are analyzed in detail. Most banks, in fact, seem to 
prefer a simpler method for levying service charges, with an earnings 
allowance based on the minimum rather than the average balance. The 
schedule of service charges given below is more or less typical of com- 
mon practices. 

Some banks provide the small depositor with checking account privi- 
leges by selling him a special checkbook containing a limited number 
of checks. The price is supposed to cover the bank s costs of handling the 
account and yield a small profit. Such accounts require no minimum bal- 
ances and receive no earnings credit for balances carried. This is a simple 
way to levy service charges on small accounts. 4 Experience with these 
special checking accounts has not always been favorable. Because of 
high activity and small size these accounts tend to be relatively more 
expensive than regular checking accounts. Banks have found that with 
charges as high as 10 cents per check costs of handling have exceeded 
revenues. 5 


Schedule of Service Charges on Checking Accounts 


ACTIVITY CHARGES 


Maintenance charge per month 

$0.50 

First ten items 

Free 

Per item charge for next 200 items 

0.04 

Items in excess of 210— per item 

0.02 


The term item includes all checks charged and all deposits credited to the de- 
positor’s account, as well as all checks on other banks that are accepted for 
deposit or that are cashed. The charge for issuing drafts and out-of-pocket ex- 
penses will also be added to the “item” account. Carryover credit from one 
month cannot be used to offset charges of a subsequent month. A service charge 
of less than 10 cents will not be debited on any account. 

B. ANALYSIS ALLOWANCE 

We will allow a credit of 10 cents for each $100 of the minimum balance for 
the month with a minimum allowance of 10 cents. 

C. STUDENT ACCOUNTS 

Student accounts are regarded as temporary and will be subject to a charge 
of $1.00 when the account is opened. 


4 There is apparently no standard practice for charging for these special checks. 
Such charges range from 2 to 10 cents each, with 5 cents and 10 cents being the most 
common charge. Cf. “Survey of Service Charge Trends, a Study of 2406 Country 
Banks/* Banking , April 1950, p. 36. See also Business Conditions , Federal Reserve 
Bank of Chicago, October 1955, pp. 12-14, for a description of the sale of these 
special checkbooks to depositors for use with household accounts, 

5 Cf. New England Business Review, Federal Reserve Bank of Boston, January 
1962. 
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The importance of service charges to banks may be seen in the fact that 
in 1962 they constituted 5,2 per cent of member bank gross earnings and 
17 per cent of profits before taxes. The value of these contributions to 
bank earnings is enhanced by the fact that their collection costs are 
relatively small. 

Protection of Depositors— The Capital Accounts 

The bank’s capital. The capital invested by the bank’s stockholders 
is a kind of guaranty fund protecting depositors from losses arising from 
bad loans and investments. The invested capital, or capital fund, of a 
bank consists of the capital stock, surplus, and undivided profits, plus 
contingency reserves. So long as losses on the bank’s loans and invest- 
ments are less than the invested capital, depositors cannot lose. The in- 
vested capital, therefore, must be adequate to protect depositors against 
a depreciation of the bank’s assets arising from business depression, 
errors of judgment by the banker, or any other cause. 

What constitutes an adequate amount of invested capital is difficult 
to determine. On the face of things it would appear that adequacy of 
capital should be measured in relation to the volume of deposits. Thus 
the proper criterion would be the capital-deposit ratio. As a matter of 
fact, supervisory authorities have generally emphasized this ratio as a 
proper guide to bank regulation. During the 1930’s the Federal Deposit 
Insurance Corporation attempted to establish a rule that insured banks 
should have a ratio of net sound capital to deposit liabilities of a least 
1:10. Thirteen states also established statutory requirements for minimum 
capital-deposit ratios at 1:10. In 1963, capital accounts of commercial 
banks were 9.3 per cent of deposits. 

Now clearly there is nothing sacred about the 1:10 ratio. Like many 
rules of thumb, it seems to have been adopted because of convenience 
in calculation. There has developed, therefore, considerable opposition 
to the blind adherence to the rule. It is quite properly held that the size 
of necessary capital funds is more closely related to the type of assets 
than to the volume of deposits. Were a bank to carry all its assets in cash, 
there would obviously be no need for capital to protect depositors. Like- 
wise, when a bank’s earning assets consist mainly of government securi- 
ties, there is need for but little owners’ equity to provide adequate pro- 
tection to depositors. There have been proposals that, instead of a fixed 
capital-deposit ratio rule, a standard be set up based upon the quality 
of assets held by the banks. Thus, against deposits represented by cash 
and highly liquid and safe bonds, or open market paper, the required 
capital ratio would be lower than against deposits backed by more 
hazardous and speculative assets. The effect of applying a capital-risk 
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asset standard rather than a capital-deposit standard may be readily 
seen. On June 26, 1963, the total loans and investments o£ commercial 
banks were $240.7 billion. Of this total $63.5 billion were U.S. Govern- 
ment obligations. Deducting government securities from the total on 
the assumption that they involved no credit risk, there remained $177.2 
billion of "risk assets.” The ratio of invested capital to such risk assets 
was 13.7 per cent. This cushion of owners’ equity is somewhat more 
adequate than one might be led to expect by the 9.3 per cent capital- 
deposit ratio of that time. 

The adequacy of capital accounts is in no way assured by legislation 
governing national banks. The law merely provides for a minimum 
capital of from $50,000 to $200,000, depending upon the size of the city 
in which the bank is located at the time of organization. The main pres- 
sure on banks to increase their capital accounts is the desire to carry an 
amount that seems appropriate to the banker, and the wish to be free 
from criticism of supervisory authorities. Before 1937, bank stock gen- 
erally carried “double liability.” This meant that stockholders of banks 
that failed might be called upon to pay to the receiver an amount of 
money equal to the par value of the stock in order to meet the claims 
of depositors. To encourage the sale of new stock during the depression 
of the 1930’s, double-liability provisions applying to national banks were 
removed and have since been eliminated from most state bank stock as 
well. 

Protection of Depositors— Federal Deposit Insurance 

Bank failures have been a serious source of loss to American bank 
depositors. Between 1921 and March 1933 over 16,000 banks perma- 
nently closed their doors and caused inconvenience and loss to the holders 
of over $9 billion of deposits. Failures result not only in direct loss to 
depositors of the banks concerned, but also they create great and disas- 
trous disturbances in the whole economy. For when banks fail, solvent 
banks must attempt to protect themselves against possible runs. This 
they do by improving their liquidity, or cash position. But this involves 
a reduction of their loans and investments. To reduce loans causes great 
distress among businessmen, forces sales of merchandise at times when 
commodity markets are already demoralized, and increases business 
failures. To liquidate investments during a liquidity crisis merely induces 
further collapse and chaos in the security markets. The cumulative ruin 
brought on by such actions was well illustrated by the collapse of banks 
and of business activity that culminated in the banking holiday of March, 
1933. 

The public interest in the protection of depositors. One can readily 
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understand the urgency behind the search for remedies for bank failures. 
Such remedies are neither easy to discover nor to apply. Bank failures 
arise from a wide number of causes. Except in periods of serious business 
depression, failures may normally be blamed on the ineptitude, the negli- 
gence, and the dishonesty of the bankers themselves. Therefore, in non- 
depression times, remedies ought to strike at the root cause of bad man- 
agement. Attempts to improve bank management must mainly be directed 
toward strengthening legal restraints and improving public supervision. 

Bank failures become an even greater public issue when depression 
strikes and failures become much more numerous. At such times good 
banks are dragged down along with the bad in the general panic of 
depositors. Here a remedy is needed that goes beyond the improvement 
of management of the individual bank. The remedy generally called for 
is some form of deposit insurance. If effective, such insurance will reduce 
panic, stop runs, and enable banks to meet demands made on them in 
an orderly fashion. Thus they will be free from the pressure to liquidate 
their loans and investments, and the cumulative effects of market de- 
moralization will be lessened. In addition, there is of course the more 
immediate advantage of protecting the deposit holdings of individuals 
and firms from becoming frozen or lost as a result of bank failure. 

Deposit insurance, early plans. The earliest attempt to guarantee or 
insure bank liabilities occurred in 1829 when the state of New York set 
up the Safety Fund System of banks. It was only partially successful, for 
it found its funds inadequate to pay both the note and deposit liabilities 
of the members that failed. 6 Modern experience with guaranty of deposits 
followed the panic of 1907. The year 1908 saw the inauguration of a 
compulsory system of bank deposit guaranty in the state of Oklahoma, 
followed by guaranty legislation in seven other states; thus eight states 
tried a system of guaranty in some form or other. The results of these 
experiments were such as to dampen the enthusiasm of people who had 
previously advocated the plan. In times of good business and up to the 
depression beginning in 1920, they worked well; but bank failures be- 
came so numerous during and after this depression that in every case 
the burden became too great and the systems collapsed. 7 

Federal Deposit Insurance. The first nationwide system of deposit 
insurance was established under the provision of the Banking Act of 


6 For a description of state insurance systems designed to protect bank creditors 
in the 1829-1858 period, see the Annual Report of the Federal Deposit Insurance 
Corporation , 1952, pp. 59-65. 

7 For an account and criticism of the state guaranty systems, see The Guaranty 
of Rank Deposits , Economic Policy Commission of the American Bankers Association, 
1933. Also see the Annual Report of the Federal Deposit Insurance Corporation , 
1952, pp. 66-72. 
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1933. The separate enactment of the Federal Deposit Insurance Act of 
September 21, 1950, provides the present legal framework for the system. 

The significant features of the present insurance system may be sum- 
marized as follows: 

1. Each depositor in an insured bank is protected up to the amount 
of $10,000 (after deducting offsets for debts which he may owe the 
bank). To determine the amount owed to any depositor by the bank, 
all deposits in the bank maintained “in the same capacity and the same 
right for his benefit either in his own name or in the name of others,” 
except trust funds, are combined. 

2. The Federal Deposit Insurance Corporation, a government cor- 
poration, maintains a corps of examiners who regularly examine insured 
nonmember state banks. It reviews reports of examinations of other in- 
sured banks made by the comptroller of the currency and by the Fed- 
eral Reserve Banks. 

3. All banks belonging to the Federal Reserve System must be in- 
sured. Should insurance privileges be withdrawn for persistent violation 
of law or of sound banking practices, a state member bank loses its mem- 
bership and a national bank must give up its charter. Deposit-insurance 
privileges are not limited to commercial banks but are also extended to 
mutual savings banks. Over two hundred mutual savings banks, hold- 
ing three-fourths of all mutual savings bank deposits, are insured under 
this privilege. 

4. Any nonmember bank may terminate its insured status upon ninety 
days’ notice. A bank that persists in unsound and illegal practices may, 
after a hearing, be suspended from insured status. In such a case, all 
depositors must be notified of the fact by the bank, and existing de- 
posits continue to be insured for two years with the bank liable for 
regular premium assessments. New or additional deposited funds are not 
insured. 

5. Insured banks are assessed semi-annually an amount equal to 1/24 
of 1 per cent of their assessment base. This base is the bank’s average 
deposits, as shown in its two reports of condition during the period, less 
16/3 per cent of its demand deposits and 1 per cent of its time deposits. 

Since 1961 the assessment burden has been reduced as compared to 
earlier years. At the end of each year the FDIC calculates its total cost 
of operations, including administration expenses, net additions to re- 
serves, and insurance losses. When the assessments for the year are more 
than the costs, 33 % per cent of the net assessment income , as the surplus 
income is called, is transferred to the FDIC’s surplus account. The re- 
maining 66% per cent is applied to the assessment for the following year. 

Procedure of the FDIC in case of bank insolvency. The Federal 
Deposit Insurance Corporation is appointed receiver of all failed national 
banks and accepts appointment as receiver of failed insured state banks 
when such receivership is tendered by state supervisory authorities under 
the state law. 
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As soon as possible after failure of an insured bank, the Corporation 
makes available to each depositor the amount of the insured deposits, 
either by transferring it to another insured bank in the same community, 
by depositing it in a new national bank with a temporary organization 
if public interest so requires, or by direct payment to depositors. 

The Corporation is subrogated to the rights of the insured depositors 
of the closed banks to the extent that it is entitled to receive the same 
dividends from the proceeds of liquidation of assets as would have been 
payable to the depositor on a claim for the insured deposit. The depositor 
retains his claim for any uninsured portion of his deposit. The Corpora- 
tion, therefore, is in the position of a general rather than a preferred 
creator. 

The FDIC is authorized to do more than to pay insured deposits and 
preside over the liquidation of the failed insured banks for which it has 
been appointed receiver. To facilitate the liquidation of failed insured 
banks it may purchase the banks' assets and may make loans on the 
security of such assets. Furthermore, whenever the Board of Directors 
of the FDIC believes that the risk of loss to the Corporation will be 
reduced by merging an insured bank threatened with failure with a 
sound insured bank, the Corporation is authorized to make loans upon or 
purchase the assets of the bank to such an amount that the sound bank 
will be protected in taking over the liabilities of the other. This power 
has been extensively used, and few insured banks have been placed in 
receivership since 1944. Finally, if it seems desirable, the FDIC may lend 
funds to threatened banks to assist their return to solvency. 

Protection offered by the FDIC. At the end of 1962, 13,455 banks, 
comprising about 97 per cent of all U.S. incorporated banks of deposit, 
belonged to the FDIC. Under the $10,000 limit of insurance coverage 
for each individual account, an estimated 60 per cent of the banks’ total 
deposits are covered by insurance. The proportion of insurance coverage 
varies widely. Small banks with mainly small accounts find that almost 
all of their deposits fall within the $10,000 insured limit. Large banks, 
on the other hand, carry large corporate and large individual accounts 
far in excess of $10,000 and, as a consequence, find that a much smaller 
proportion of their total deposits is covered by insurance. Because of the 
large number of small individual accounts, the number of individual 
accounts in all banks that are completely insured is well over 98 per cent. 

During the period 1934-1962, 445 insured banks were either placed 
in receivership for liquidation or helped to merge with solvent banks. 
These banks had 1,460,244 depositors with deposits amounting to over 
$611.1 million. Depositor losses, all from receiverships, were about $2.5 
million. 

Consequences of the $10,000 limit on insurance coverage. The limited 
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insurance coverage provided by the FDIC was expected to accomplish 
two things. First, it would give protection to the small depositor who is 
neither capable of protecting himself by selecting sound banks, nor of 
withstanding the losses incident to bank failure. Secondly, limited cov- 
erage would tend to dispose of the old bogy that insured bankers become 
reckless and tend to allow bank management to deteriorate. The large 
bank depositor, receiving little insurance protection, would seek for and 
insist upon high banking standards in the banks that he patronizes. In 
addition, the further point was made that limited coverage would reduce 
the burden of deposit insurance to a tolerable level. 

Two basic criticisms have been made of the limited insurance coverage. 
First, it is properly argued that although the small depositor is well cared 
for, the bankers themselves are inadequately protected against the dis- 
astrous threats of silent runs by the large, uncovered depositors. Only 
assurance of 100 per cent coverage provides genuine protection against 
the threat of runs. Secondly, and closely related to the first criticism, 
large banks paying assessments on the whole of their deposits receive 
insurance protection upon only a modest fraction. Since 1944 the FDIC 
has often provided 100 per cent protection to depositors by merging 
unsound banks with sound banks. This practice is justified on the grounds 
that it is more economical for the Corporation than allowing unsound 
banks to continue to operate until liquidation becomes necessary. The 
experience of the FDIC seems to indicate that the cost of extending 
coverage to 100 per cent would not prove excessive in the light of the 
probable advantages. 

The experience of the FDIC. Since the Federal Deposit Insurance 
Corporation was started in 1934, conditions have been most favorable 
for bank survival. In general, the banks that were admitted to insurance 
had proved their stability by surviving the bank holiday of 1933. More- 
over, from that time on, business conditions, in spite of cyclical setbacks, 
tended to improve over the years. The war years provided bankers with 
an abundance of nonrisk assets and high earnings. Although the pro- 
longed period of business activity following the war somewhat reduced 
bank liquidity, as U.S. securities were sold to provide funds for financing 
business, the banks have continued to maintain a good liquidity position 
and have greatly strengthened their capital structure. Consequently the 
number of failures has been lower than for any similar period in our 
history, and the ability of the FDIC to stand the strain of serious depres- 
sion has not been put to serious test. 

During the period 1934-1962, the Corporation s income exceeded its 
expenditures by over $2.5 billion, an amount available as a deposit insur- 
ance fund. This fund amounted to 1.4 per cent of deposits covered by 
insurance and to .84 per cent of total deposits of insured banks. 
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Before 1950, all assessment income not needed to pay expenses of 
operation and losses was accumulated in the Corporation's surplus ac- 
count and provided a substantial annual addition to the funds available 
to the Corporation. Changes in the law, largely because of pressure from 
bankers for a reduction in assessments, resulted in the present rule that 
only 33% per cent of the net assessment income (assessment income 
minus all current expenses ) is to be accumulated as surplus. The remain- 
ing 66% per cent is credited against next years assessment. As a conse- 
quence, the rate of accumulation is now sharply reduced in comparison 
with past years. 

There is no sound actuarial basis for determining the losses that the 
FDIC might be called upon to meet in time of acute depression. There- 
fore it is impossible to judge the adequacy of the deposit insurance fund. 
There are some favorable considerations. First, so long as confidence in 
its ability remains unimpaired, the very existence of the FDIC tends to 
reduce the hazard of runs which have caused so many bank failures in 
the past. Secondly, the FDIC can draw upon the Treasury to the amount 
of $3 billion if necessary. Coupled with this is the strong probability of 
added governmental assistance should the FDIC find itself in serious 
trouble. Thirdly, the policy of promoting mergers of banks threatened 
with failures, and the power of the FDIC to make loans to banks in diffi- 
culties where mergers are not possible and the bank’s preservation is 
needed, tend to prevent the development of such disastrous situations as 
we have known in the past. Finally, the banks themselves are basically 
in a stronger position than ever before in respect to liquidity. Their sub- 
stantial holdings of U.S. short-term securities provide sources of liquidity 
never before available to our commercial banks. 


Questions for Study 


1. To the individual banker the total volume of bank deposits is fixed by 
forces beyond his control. Why? Why does this explain a tendency of 
banks to compete for deposits? 

2. Why are banks more able to afford to pay interest on time deposits than 
on demand? 

3. Distinguish between the nature of and the normal withdrawal privileges 
of: a) time certificates of deposit; and b) savings deposits. Of what sig- 
nificance is this distinction? 

4. Why is it said that competition among banks by paying interest on de- 
posits may sometimes become dangerously cutthroat? 
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5. Why were banks prohibited from paying interest on demand deposits? Are 
the reasons applicable today? 

6. How was the conflict between the prohibition of interest payments on de- 
mand deposits and the absorption of exchange charges and other ex- 
penses incurred for the depositor resolved? 

7. What are the essential steps in a proper analysis of a depositor's account? 
How reliable and exact are the costs charged against an account? 

8. Why is the capital-risk asset ratio more significant than the capital-deposit 
ratio? 

9. Why is deposit insurance for banks good public policy? 

10. Where does the FDIC obtain its funds? 

11. How has the FDIC in practice sometimes extended full 100 per cent cov- 
erage to the depositors of failed banks? 



chapter nine 


CLEARING AND 

COLLECTION OF CHECKS 


Two basic requirements must be fulfilled if bank checking accounts are 
to function as money. First, some smoothly working, economical ma- 
chinery must be provided to enable one bank receiving on deposit checks 
drawn on other banks to present these checks and receive payment. 
Only then can bank checks become readily acceptable instruments for 
transferring funds from one person to another. Secondly, banks must 
maintain sufficient reserves to enable them to pay cash for any checks 
drawn on them which are not offset by checks on other banks. As we 
already know, the amount of such cash reserves need be but a fraction 
of the banks' deposit liabilities. In this chapter we shall examine the first 
of these requirements for the effective use of bank checks as means of 
payment. 

Clearing and Collecting Checks 

Whenever the payees or the receivers of bank checks are also deposi- 
tors in the bank on which the checks are drawn, collecting becomes only 
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an internal bookkeeping transaction. But generally, because of the num- 
ber of banks in operation in the United States, a large proportion of 
checks are deposited in other banks. Consequently, the banks receiving 
the checks on deposit must collect the proceeds from the drawee banks. 

When checks are drawn on banks in the local community they are 
collected through the local clearinghouse. When they are drawn on 
banks in other cities, agents located in those cities must be used to make 
collection. In such cases the local bank carries a deposit with a city bank 
that agrees to act as the collecting agent. 

The clearinghouse. The clearinghouse is a convenient place where 
the representatives of the several banks meet and exchange checks re- 
ceived on deposit and settle the differences owed to each other. Banks 
belonging to the clearinghouse form an organization called a clearing- 
house association, whose affairs are governed by a clearinghouse com- 
mittee. The committee, made up of influential bankers chosen by the 
banks, establishes rules and regulations in respect to the process of ex- 
changing checks and settling the differences. 

The committee also sometimes fixes rules of competition for the banks 
belonging to the association. It may establish maximum rates of interest 
that may be paid on time deposits, uniform charges for collecting out-of- 
town checks, and service charges. In the past, it also has sometimes been 
instrumental in having the banks of the association jointly undertake to 
guarantee the liabilities of one of their members whose insolvency 
threatened public confidence in the local banks. The committee some- 
times requires periodic reports from the clearing banks and may hire 
a staff of examiners to watch over the practices of these banks to deter- 
mine their fitness to remain associated with the clearinghouse. 

The clearing mechanism. The clearing operation is itself simple in 
principle. Before being sent to the clearinghouse, each check must be 
inspected to make certain that it is properly endorsed by the payee and 
that it appears to be regular in every way. Further, it is endorsed with 
a rubber stamp bearing the date, name, clearinghouse number of the 
presenting bank, and some notation to the effect that payment is received 
through the clearinghouse. The checks are then sorted according to the 
bank on which they are drawn, and the amounts are totaled and re- 
corded on a slip which is attached to each package of checks. 

At the time of clearing, the messengers from each bank go to the 
clearinghouse and exchange the packages of checks so that each messen- 
ger comes into possession of the checks drawn on his own bank. On a 
specially prepared statement sheet containing the names of other clearing 
banks, the messenger records the amount of checks received from and 
delivered to each of the other clearing banks and computes the total of 
checks brought to and received from the clearinghouse. If the amount 



126 


BANKS AND THEIR OPERATION 


received exceeds the amount brought to the clearinghouse, the bank has 
an unfavorable balance, or is a net debtor, and must pay the difference 
to the clearinghouse. If the amount of checks brought exceeds the amount 
of checks received, the bank has a favorable balance and receives pay- 
ment for the difference. 

In some cities check clearing is formally carried out oftener than once 
a day. In any event, large banks sometimes expedite their bookkeeping by 
informally exchanging checks on each other at frequent intervals during 
the day by messenger. They then put the receipt for the checks delivered 
to the other bank through the clearinghouse at the next regular clearing 
period. In the larger cities, small banks may not wish to assume the 
responsibilities of clearinghouse membership or are unable to qualify. 
They, therefore, arrange with a clearinghouse bank to clear their checks 
for them. 

Methods of settlement. One principle of settlement prevails. The 
debtor banks pay only the net amount of their debts to all the banks at 
the clearinghouse. The creditor banks receive in turn only the net amount 
due them. Thus the settlement is made with a minimum of payments. 
In small-city clearinghouses, debtor banks commonly make settlement in 
acceptable drafts on city correspondent banks or on the Federal Reserve 
Bank of the district. In Federal Reserve Bank cities, the manager of the 
clearinghouse provides the Federal Reserve Bank with a certified list of 
clearing balances with instructions to debit the reserve balance of debtor 
banks and credit the reserve balances of the creditor banks on the books 
of the Federal Reserve Bank. 

Use of the Federal Reserve collection system for out-of-town checks. 
Two methods are available for presenting and collecting checks drawn 
on out-of-town banks. The first and most common method is through the 
Federal Reserve Banks; the second uses correspondent banks in other 
cities. We shall examine first the Federal Reserve collection system. 

The Board of Governors of the Federal Reserve System has arranged 
to have each Federal Reserve Bank collect checks for such of its member 
banks as desire to avail themselves of its privileges and for such non- 
member state banks and trust companies as may maintain adequate 
balances with the reserve banks. Such nonmember state banks and trust 
companies are called nonmember clearing banks. Only checks drawn on 
par banks (banks that agree to remit the full face value of all checks 
presented through the mail) can be collected through the Federal Re- 
serve Banks. 

The system of check collection begins with the bank that has received 
out-of-town checks from its customers. Such checks must be prepared for 
collection in somewhat the same manner as local checks intended for the 
clearinghouse. They must be inspected for the endorsement of the payee 
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and for any evidence of irregularity. They must then be stamped with 
the bank’s endorsement. This is in the form of a special endorsement 
calling for payment to "any bank or banker,” thus minimizing the danger 
of loss in case the checks should be stolen. 

This work of preparing the checks for collection is done by the "transit 
department” in the larger, departmentalized banks. Proper record of 
each check is made, often on microfilm, for the bank’s own use, and an 
identifying list is prepared to accompany the checks when they are sent 
in for collection. 

If the collecting bank is a member or a nonmember clearing bank, the 
checks are sent next to the Federal Reserve Bank, where the sending 
bank receives deferred credit. The Federal Reserve Bank in turn en- 
dorses the checks and starts the process of collecting them from the 
drawee banks. Four possibilities arise at this time: 

1. If the checks are drawn on banks in the city in which the Federal 
Reserve Bank itself is located, they will be presented directly to the 
drawee bank or through the local clearinghouse. 

2. If the checks are drawn on member or nonmember clearing banks 
in other towns or cities of the district, the Federal Reserve Bank will 
mail the checks directly to the drawee bank and request a remittance. 
After the drawee bank has had an opportunity to inspect the checks for 
genuineness, it will remit the amount to the Federal Reserve Bank. In 
doing so it has a choice of: (a) drawing a draft on its reserve account 
with the Federal Reserve Bank; ( b ) sending a draft on other banks lo- 
cated in the Federal Reserve city; (c) shipping currency at the expense 
of the Federal Reserve Bank; or (d) making any other form of payment 
acceptable to the collecting Federal Reserve Bank. If a remittance is not 
promptly made, the amount will be deducted from the member’s reserve 
account in any event; promptness in remitting is thus desirable. 

3. If checks are drawn on nonmember banks outside the Federal Re- 
serve city, the Federal Reserve Bank may send them directly to the non- 
member banks and request a remittance, or present them through a 
nearby member bank, which collects and remits. 

4. If the checks are drawn on a bank in another Federal Reserve dis- 
trict, the collecting Federal Reserve Bank sends the check to the reserve 
bank of the other district. 1 The check then proceeds through the ordi- 
nary collection channels of that district, and settlement is made between 
the Federal Reserve Banks through the Interdistrict Settlement Fund, 
which will be described later. 


1 Time in collection is saved by the use of shortcuts in the routing of checks for 
collection. Intradistrict checks may be collected through Federal Reserve Bank 
branches. Also, under special arrangements, one member bank may send checks drawn 
on another member bank directly to the drawee bank and notify the Federal Reserve 
Bank. Interdistrict collection time is reduced by authorizing member banks to route 
checks directly to the Federal Reserve Bank of another district for credit at the send- 
ing bank’s reserve bank. 
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As we observed at the beginning, the original bank sending checks 
for collection to its Federal Reserve Bank receives deferred credit only. 
After collection has been completed by the reserve bank, the proceeds 
of the checks are credited to the member bank’s legal reserve account on 
deposit with the Federal Reserve Bank. In order that member banks 
may know when checks sent to the Reserve Bank for collection will be 
fully available for use, each Federal Reserve Bank has set up a time 
schedule showing the number of days that must elapse before checks 
drawn upon banks located in different areas will be available for full 
reserve credit. 

When checks payable in the Federal Reserve Bank city or drawn on 
a Federal Reserve Bank are received sufficiently early in the day, the 
Federal Reserve Bank immediately gives the sending bank full credit on 
its reserve account. Proceeds of other checks sent in for collection are 
made available at the time stated in the time schedule. In no case is the 
time period longer than two days after the receipt of a check by the 
Federal Reserve Bank. 

In actual practice, a collection of checks by the Federal Reserve Banks 
often is delayed beyond the period stated in the published time schedule. 
Consequently, member banks frequently receive reserve credit for checks 
before they have been deducted from the reserve accounts of the banks 
on which they are drawn. These uncollected checks for which member 
banks have received premature credit are known as Federal Reserve 
float , which constitutes an addition to the total reserve balances or de- 
posits of member banks in the Federal Reserve Banks. Its importance 
varies with the season and the direction of check payment flow. It be- 
comes highest, generally, before Chirstmas. 

Member banks are not required to use the collection facilities of their 
Reserve Banks. They may and often do send out-of-town checks to their 
city correspondents, who in turn send them to the Federal Reserve Bank 
for collection or collect directly from the drawee bank. 

Use of the Interdistrict Settlement Fund. In the custody of the Board 
of Governors of the Federal Reserve System in Washington, D.C., there 
is a $6 billion fund carried as a book credit with the Treasury. This fund, 
in which each Federal Reserve Bank has a varying share, is known as 
the Interdistrict Settlement Fund. It was established and is replenished 
from time to time by the Federal Reserve Bank deposit of gold certificates 
or the transfer of equivalent credits on the Treasury books. 

When checks drawn on banks located in other Federal Reserve districts 
are sent to a Federal Reserve Bank for collection, the bank then forwards 
these checks to the Federal Reserve Banks of those districts. When col- 
lected, the proceeds of these checks are added to the share of the original 
Federal Reserve Bank on the books of the Interdistrict Settlement Fund. 
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The amounts are deducted from the shares of the Federal Reserve Banks 
that carried out the collection and owe the original sending bank. Checks 
and similar items amounting to over $1.5 trillion are cleared annually 
through the Fund. 

Collection of checks without use of Federal Reserve Bank facilities. 
Although the Federal Reserve Banks furnish excellent facilities for the 
collection of checks for member and nonmember clearing banks, a sub- 
stantial number of checks are collected without the use of the reserve 
banks. As was observed before, member banks sometimes prefer, for one 
reason or another, to collect through city correspondents rather than 
through the Reserve Bank. For example, a member bank in Lafayette, 
Indiana, might wish to send its checks drawn on Indianapolis or the 
surrounding area to its Indianapolis correspondent, which would be in a 
position to make collection through the Indianapolis clearinghouse and 
grant immediate credit; whereas if they were sent to the Federal Reserve 
Bank of Chicago for collection, the checks would not be added to the 
reserve credit until two days after receipt of the checks by the Chicago 
bank. Thus, the Lafayette bank's funds would become available two days 
sooner by collecting them through Indianapolis. 

Frequently, member banks find it more convenient to collect checks 
drawn on banks located near the Reserve Bank through correspondents 
in the Reserve city. The real advantage of using a city correspondent as 
a collection agency in such a case is the convenience of accumulating 
balances with the city correspondent by sending checks to it for collection 
instead of collecting through the reserve bank and then transferring the 
funds to the correspondent. It must be remembered that member banks 
still find it necessary to maintain balances with city correspondents in 
spite of the operations of the Federal Reserve System. City correspond- 
ents are important links in the process of purchasing commercial paper, 
bankers' acceptances, and bonds. Further, they are useful in furnishing 
customers with drafts on other cities, which are still frequently needed 
in spite of the increased acceptability of ordinary checks. Likewise, any 
connection that the smaller banks have with the foreign exchange market 
is through their city correspondents. Finally, country banks call upon 
their city correspondent banks for miscellaneous types of services not 
available from the Reserve Bank* including the furnishing of credit 
information desired by both the bank itself and its customers. 2 

2 H. Parker Willis believed that this dependence of country banks upon their city 
correspondents is due to the pressure exerted by the city bankers upon the Federal 
Reserve Banks to prevent the latter from performing correspondent services. He re- 
ported that at first the Federal Reserve Bank of New York offered full correspondent 
services to its members but later withdrew them to avoid antagonizing the big city 
batiks. The Theory and Practice of Central Banking (New York: Harper & Row, Pub- 
lishers, Inc., 1936), p. 92. 
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Collection of checks by nonmember banks. The nonmember bank, 
unless qualified as a clearing nonmember, has no direct access to the 
clearing facilities of the Reserve Banks. It does have indirect access, 
however, through its member bank correspondents, which cheerfully 
undertake the task of collection in return for the favor of the nonmem- 
ber’s deposit. 

Only one form of check is denied access to the Reserve Bank collection 
system— namely, checks on nonmember banks that refuse to remit at par 
for checks presented through the mails; that is, charge exchange. Checks 
drawn on these banks must be collected through the correspondent bank 
system. 

The nonpar bank and the exchange charge. It is important to under- 
stand just what is involved in the exchange charge made by the nonpar 
banks. Briefly it is this: when checks drawn on such a bank are sent to 
persons or firms located in other cities, and are deposited in the banks of 
those cities, they are returned by mail to the drawee bank for payment. 
The latter, instead of remitting the sending bank the full amount of 
checks presented for payment, remits the face amount of the checks 
minus an exchange charge. This charge commonly amounts to one-tenth 
of 1 per cent of the face of the checks. In justification for this practice, 
the bankers claim that their contract with the depositor is to pay cash at 
the bank’s own window. To remit to some out-of-city banker through 
the mails involves an added burden of carrying balances with city corre- 
spondents against which they can draw drafts in payment. For this extra 
trouble they make an exchange charge. Actually, however, the excuse 
just given is not at all a valid one. Carrying balances with city corre- 
spondents is an indispensable practice of country banks, for through such 
correspondents the country bank must collect out-of-town checks de- 
posited with it by its customers. The truth is that the practice of charging 
exchange arises from the simple fact that it is profitable! It is profitable 
because the nonpar bank pays less than par on its own checks, although 
it is able to collect the full face amount of city-bank checks that it sends 
to its city correspondent for collection. In support of this contention one 
need but note the anguished and enraged cries of country banks when 
the Federal Reserve System undertook to abolish the practice of charging 
exchange by using agents to present checks for payment at the window 
of the nonpar banks. The Reserve Banks were compelled to give up this 
attempt when state legislatures hastened to come to the aid of the nonpar 
banks by passing laws designed to prevent their being coerced into 
giving up the exchange charge. 3 


3 Exchange charges were specifically authorized by the laws of Alabama, Florida, 
Georgia, Louisiana, Mississippi, North Carolina, South Dakota, and Tennessee. 
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The nonpar banks are of necessity small state banks located mainly in 
rural areas where they need not compete with banks that belong to the 
Federal Reserve System and pay their checks at par. The Great Depres- 
sion of the 1930’s saw a substantial increase in the number of nonpar 
banks. The excuse appears to have been the urgent need for some source 
of increased profits. But, since 1940, the number of banks on the nonpar 
list has sharply diminished. In February 1963, only 1,617 small country 
banks remained as nonpar banks. These banks were located in seventeen 
states. In a few states, laws have been passed making the par payment 
of all checks mandatory. 

It is important to distinguish between the exchange charge made by 
nonpar banks and the collection charge that banks make for cashing out- 
of-town checks for customers. The collection charge compensates the 
bank for advancing the money and for the trouble and delay involved in 
collecting the check. Should the check be drawn on a nonpar bank, the 
exchange charge that the drawee bank will make in paying the check 
is quite properly included in the collection charge. 

Collection of nontransit items. The collection facilities of the Federal 
Reserve Banks are not limited in use solely to the collection of checks. 
The Federal Reserve Act permits the Reserve Banks to receive, for col- 
lection, maturing notes and bills of exchange. A member bank owning a 
note or bill of exchange payable in another city may therefore utilize the 
services of the Reserve Banks to effect its presentment and payment. If 
the note or bill is collectible without cost through some member bank, 
the Reserve Bank, on receipt of the proceeds, credits the full amount to 
the reserve account of the member sending it in for collection. If the 
Reserve Bank is compelled to pay a collection fee to the bank presenting 
and collecting the instrument, it credits the account of the original mem- 
ber for the amount, less the collection charges. Items sent to other Fed- 
eral Reserve districts for collection are settled in the same general manner 
as interdistrict check collections. 

Telegraphic transfer system. The Board of Governors of the Federal 
Reserve System in Washington maintains a leased wire system that con- 
nects the Board s office and the several Federal Reserve Banks and their 
branches. Through this system, transfers of funds by wire among the 
Federal Reserve Banks are actively carried on. Any member bank may 
request its Federal Reserve Bank to transfer to any other member bank, 
regardless of location, any sum of money in multiples of $1,000. This 
transfer may be made for the benefit of the bank’s customers wishing to 
move available funds from one part of the country to another to 
facilitate their use. Also, banks with excess reserve balances at their own 
Federal Reserve Bank may request the transfer of part of these balances 
to the reserve accounts of banks in other cities and in other districts. For 
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example, banks in smaller cities may readily lend excess legal reserve 
funds (called Federal funds) to their city correspondent banks for as 
short a period as one day. Likewise the city correspondents lend to 
country banks needing to bolster their legal reserve position. When such 
transfers involve the movement of funds from one Federal Reserve 
district to another, settlements are made through the books of the Inter- 
district Settlement Fund. 


Questions for Study 


1. How do - banks usually settle their adverse clearinghouse balances? 

2. Can you trace the process by which checks drawn on banks located in other 
cities are collected? 

3. What is Federal Reserve float? Why does it exist? Why does it change in 
size? 

4. When will the banks use the services of their city correspondents, rather 
than those of the Federal Reserve System, for collecting out-of-town checks? 

5. How do nonmember banks collect their out-of-town checks? When are the 
facilities of the Federal Reserve collection system not available? 

6. What is a nonpar bank? Where are such banks located? 

7. What is the Interdistrict Settlement Fund? How is it used? 



chapter ten 


THE BANKAS PRIMARY RESERVES 


When its depositors are sufficiently numerous and diversified, a bank 
may reasonably expect that funds withdrawn on any given day by one 
group of depositors will be offset in large measure by the new deposits 
of other customers. If the offsets were perfect, the cash requirements of 
a bank would be very small indeed. Actually, a considerable variation 
in the rate of new deposits and of withdrawals exists from day to day 
even though the general level of deposits is relatively stable. 

To be prepared to meet these variations, the bank must carry primary 
reserves of cash, or its equivalent, in amounts sufficient to insure its 
ability to fulfill its obligations as they arise. These reserves, being but a 
fraction of the bank's deposits, are described in terms of percentages of 
deposit liabilities. Thus, when reserves are one-fifth of deposits the 
reserve ratio is 20 per cent. 

Form of primary reserves. The primary reserves of a bank take the 
form of cash in the bank s own vaults and demand deposits with other 
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banks. Banks that are members of the Federal Reserve System carry 
reserve balances with two kinds of banks. First, the law requires that an 
amount equal to a certain fractional part of the deposits be maintained 
with the Federal Reserve Bank or in vault cash. This constitutes the 
'legal” reserve. In addition, many banks normally carry deposit balances 
in banks of cities with which the local community has active trade rela- 
tions. These banks are called city correspondents. 

Barring some contingency which may make funds unavailable when 
wanted, the deposits in other banks are the equivalent of cash to the 
depositor bank. Further, they have advantages over vault cash. Many 
checks drawn by the customers are sent out of town and are presented 
for payment through the mails by banks in other cities. A draft drawn 
on a reserve balance in a bank of another city is an acceptable means of 
paying these checks and is cheaper than shipping cash.jOn the other 
hand, the bank receives from depositor-customers checks and drafts 
payable in distant cities. These checks are sent to city correspondents 
for collection, and the proceeds may then conveniently be credited to 
the sending bank's reserve account. Thus it is evident that balances 
carried in banks of other cities are often a more useful form of reserve 
than cash in the banks own vault. 

The amount of primary reserves that banks carry. The relative size 
of a bank's primary reserves (cash on hand and demand deposits in 
other banks), expressed as a percentage of deposits, is determined by 
a number of considerations: 

1. Each bank must take into account its own peculiar reserve require- 
ments. These will vary with: 

(a) The number and diversity of its depositors 

(b) The special cash needs arising from the payroll requirements of 
customers 

(c) Peculiar, unpredictable behavior of certain large accounts 

(d) Public confidence in the bank 

(e) The readiness with which the bank can increase its cash by bor- 
rowing or liquidating part of its earning assets 

2. In uncertain, depressed times, reserve ratios of banks are often 
abnormally high because of a lack of suitable outlets for loans and in- 
vestments. 

3. Minimum reserve ratios required by law seriously influence the 
size of bank reserves. 

Legal reserves of banks. Guided by experience, the intelligent banker 
will maintain such a proportion of his deposits in cash as will enable him 
readily to meet all demands. To carry less is to court disaster; to carry 
more than is reasonably necessary cuts into earnings. In the belief that 
individual freedom should be extended to banking, the chartering of 
banks in the United States in earlier days was carried on with little dis- 
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crimination as to the skill and integrity of those wishing to enter the field. 
The resulting failures and public inconvenience have brought about uni- 
versal regulation of bank operations. Because of the recognition that 
adequate cash reserves are necessary to insure the bank’s ability to con- 
vert its deposits into cash, these regulations have included the fixing of 
minimum reserve requirements. 

The laws establishing legal reserve requirements for banks have not 
had the results that were originally expected. They were intended to 
insure liquidity so that banks could always pay their depositors on de- 
mand. But, as the laws and regulations have been interpreted, required 
reserves are to be kept rather than used. For example, banks that are 
members of the Federal Reserve System are expected to maintain their 
average reserves at a certain required level. Should they fail to do so, any 
reserve deficiency is subject to a penalty amounting to 2 per cent per 
annum above the Federal Reserve Bank discount rate on ninety-day 
commercial paper. Furthermore, should a member bank appear negligent 
in maintaining its reserves, special notification is sent to each of its 
directors. Should the member bank continue to disregard warnings in 
respect to deficiencies in reserves, the Board of Governors may institute 
legal proceedings to terminate the bank’s membership in the Federal 
Reserve System. In view of all this, a bank is loath to pay out cash when 
by so doing it impairs its legal reserve position. 

The result of this attitude toward legally required reserves is that, in 
practice, except for the privilege of averaging their reserves, as explained 
below, such reserves constitute, for the individual bank involved, little 
more than a possible last line of defense against emergency depositor 
demands. Indeed, in the past they have failed to function even in that 
capacity. In the days before there were Federal Reserve Banks to come 
to their rescue, banks periodically found themselves unable to meet 
depositors’ demands without impairing their legal reserves. Under those 
circumstances they chose temporarily to suspend payments rather than 
reduce their reserves below the legal minimum. It follows, then, that 
legal reserves constitute funds that can make but limited contributions 
to the direct liquidity of a bank. 

The limited contribution of required reserves to bank liquidity. In 
practice, legal reserves can and do make a limited contribution in helping 
banks to meet deposit withdrawals. First, when deposits shrink, reserve 
requirements shrink proportionally. Consequently, a bank having legal 
reserve requirements of 16 i/ 2 per cent, for example, can use this released 
required reserve to meet 165/2 P er cent of the withdrawn deposits. The 
remaining 83 i/ 2 per cent of the lost deposits, however, must be paid out 
of cash resources not provided by the legal reserves. Secondly, as reserve 
requirements for Federal Reserve member banks are now calculated, 
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legal reserve balances in the Federal Reserve Banks may be temporarily 
drawn down below the minimum, provided they are later built up enough 
above the minimum to make the average reserve carried equal to the 
average requirements over the computation period of one or two weeks, 
depending upon the location of the bank. This reduces the rigidity of 
earlier regulations that penalized any reserve deficiency whatever . 1 

Working reserves of banks. Because banks can depend only to a 
limited extent upon legal reserves for meeting deposit withdrawals, they 
find it necessary to carry working reserves over and above their legally 
required ones. Working reserves of Federal Reserve member banks 
include: 

1. Deposits in other banks or balances with city correspondents. These 
reserve balances are especially important for country banks and to a 
lesser degree to reserve city banks. Most of the latter banks are located 
in the same city as their Federal Reserve Bank or branch and can there- 
fore get along with relatively small cash funds. Such working reserves are 
almost nonexistent for the banks of downtown Chicago and New York. 
To meet excessive withdrawals these banks depend mainly upon con- 
verting highly liquid assets into cash, by borrowing from the Federal 
Reserve Banks, or by borrowing from each other. 

2. Banks often carry some legal reserve balances above the minimum 
legal requiiements. These are available for use as working reserves and 
are known as excess reserves . Generally speaking, banks in Chicago and 
New York and the more important banks in other so-called reserve cities 
attempt to maintain excess reserves at a nominal level. They are able to 
do this primarily because, unlike the “country banks,” they are favor- 
ably located in respect to the money market and the Federal Reserve 
Banks where they may readily replenish reserves and correct deficiencies 
that arise. Country banks, on the other hand, tend to carry very substan- 
tial working reserves both in the form of excess legal reserves and de- 
posits with city correspondent banks. Also the till money or vault cash 
component of country bank legal reserves is substantially larger than for 
reserve city banks. 2 This is illustrated in Table 10.1. 


1 Before the Federal Reserve Act Amendment of July 7, 1942, member banks were 
prohibited from making any new loans or paying any dividends so long as their re- 
serve balance required by law was impaired. This was interpreted to mean that a 
deficiency any given day prevented additional lending. This was so even though the 

2 per cent penalty was applied only on average deficiencies over the computation 
period. Cf. Regulations of the Federal Reserve Board, Regulation D, Series 1928, 
which continued in effect until the change in the law in 1942. After that time all 
reference to any prohibition of loans and dividends because of reserve deficiencies 
was eliminated. Federal Reserve Bulletin, March 1942, p. 202, and August 1942, 
p. 452. 

2 Before December 1, 1959, all legal reserves required of member banks had to be 
carried on deposit with the Federal Reserve Banks. Since November 24, 1960, mem- 
ber banks have been allowed to include all vault cash and deposits with the Federal 
Reserve Banks in calculating their supply of legal reserves. 
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Table 10.1 

Average Daily Deposits and Reserves of Member Banks * 
(In millions of dollars) 

For Four Weeks Ending April 18, 1962 



New York City 

Chicago 

Other 

Reserve City 

Country 


Banks 

Banks 

Banks 

Banks 

Gross demand deposits 

24,688 

5,856 

49,253 

45,957 

Time deposits 

7,842 

2,361 

28,578 

33,719 

Demand deposits due from 

domestic banks 

149 

81 

2,046 

4,811 

Vault cash— currency and 

coin 

200 

32 

818 

1,757 

Balances with the Fed. 

Res. Banks 

3,493 

914 

7,368 

5,243 

Total legal reserves held 

3,693 

946 

8,186 

6,800 

Required reserves 

3,682 

945 

8,141 

6,379 

Excess reserves 

11 

1 

45 

421 

Ratio to Gross Deposits of: 

Till Money 

.80% 

.38% 

1.05% 

1.95% 

Working reserves (due 
from domestic banks 

plus excess legal) 

.49 

.99 

2.68 

6.56 

Excess legal reserves 

.033 

.012 

.057 

.528 

Ratio of excess reserves to 

required reserves 

.298% 

.105% 

.552% 

6.600% 

Ratio of excess reserves to 

total working reserves 

6.8 

1.2 

2.1 

8.0 


* Compiled from the Federal Reserve Bulletin , May 1962. 


Legal reserve requirements. All banks belonging to the Federal Re- 
serve System, whether state or national banks, are subject to the reserve 
requirements set by the Board of Governors of the Federal Reserve 
System under the authority of the Federal Reserve Act. Nonmember 
state banks must maintain reserves established by the banking authorities 
of their own states . 3 The reserve requirements for Federal Reserve 
member banks are tied to an outmoded classification of banks inherited 
from the days before the System was established . 4 Country banks are 

3 For an account of the reserve requirements of state banks not members of the 
Federal Reserve System, see Compilation of Federal and State Laws Relating to Re- 
serves Against Deposits in Banking Institutions , Legal Division of the Board of Gov- 
ernors of the Federal Reserve System, January 1, 1959. In twenty-four states banking 
authorities have power to change state nonmember bank reserve requirements. In 
fourteen states the changes must correspond to changes made by the Board of Gov- 
ernors for member banks. The state of Illinois has no statutory reserve requirements. 

4 Hie old national banks were classified into three categories: (1) country banks; 
(2) reserve city banks, eligible to hold on deposit part of the required reserves of 
the country banks; and (3) central reserve city banks that were authorized to hold 
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located in the small towns and cities and in outlying areas of the reserve 
cities. Reserve city banks are located in specified cities that are larger 
and economically more important than country areas. 5 The main signifi- 
cance of this classification lies in the fact that reserve city banks must 
carry higher reserves against demand deposits than do the country banks. 
A justification for these differences might be that the big city banks, 
holding deposits of smaller country banks, require greater liquidity. The 
weakness of this point lies in the fact that legal reserves make little 
contribution to this liquidity. 6 

The Federal Reserve Act fixes a minimum and a maximum limit to 
the percentage of required reserves for each class of member banks. The 
Board of Governors is required to fix the actual requirements for each 
class of banks within the statutory limits. By raising and lowering the 
required reserves, the Board of Governors can reduce or increase the 
excess or free reserves available to the member banks and thereby influ- 
ence the volume of bank credit and the supply of effective money. Table 
10.2 shows the range of reserve requirements for each class of banks and 
the actual requirements as established by the Board. 

Table 10.2 

Reserve Requirements for Federal Reserve Member Banks 


On Net Demand Deposits On Time Deposits 

Reserve City Banks Country Banks All Banks 

Minimum and maximum 

requirements set by law 10%-22% 7%-14% 3%-6% 

Actual requirements in 

effect Nov. 1, 1963 16%% 12% 4% 


Method of computing required reserves. Reserve city banks compute 
their required reserves on the basis of their average daily net deposits 


part of the legally required reserves of the reserve city banks. Since the reserve city 
and central reserve city banks held deposited funds of other banks, the law required 
them to have higher cash reserves than was required of country banks. 

5 Reserve cities, fifty-one in number, include: (1) all cities having Federal Reserve 
Banks or branches thereof; (2) cities whose member banks carry a specified fraction 
of interbank deposits of the country; and (3) certain other cities (previously classified 
as reserve cities and no longer eligible under the above rules) in which the banks 
request to remain reserve city banks for purposes of prestige or to qualify as holders 
of state bank balances under the provisions of state laws. Federal Reserve Bulletin , 
January 1948, p. 40, and May 1960, pp. 497-500. 

6 Previous to July 28, 1962, a third category of member banks existed— central re- 
serve city banks. These banks comprised the large commercial banks of Chicago and 
New York. This classification was abolished and these banks are now included in the 
classification of reserve city banks . 
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(as of the beginning of each business day) over a period of one week. 
Country banks, on the other hand, calculate their reserve requirements 
on a biweekly basis. The required reserves against time deposits are 
calculated simply by applying the required reserve ratio to the average 
daily time deposits for the computation period. 

Demand deposits against which reserves are to be carried are com- 
puted by deducting from gross demand deposits (1) the checks on other 
banks in process of clearing or collection; and (2) demand balances 
carried in domestic incorporated banks other than the Federal Reserve 
Bank. Gross demand deposits include government and individual demand 
deposits, deposits of other banks, and certified and cashiers" checks out- 
standing. The "net demand deposits” resulting from the above deductions 
is the base to which is applied the required reserve ratio. 

To satisfy the regulations governing member bank reserve require- 
ments, it is necessary that the reserve balances carried at the Federal 
Reserve Bank plus vault cash, averaged over the computation period 
(one week for reserve city banks and two weeks for country banks), be 
equal to the average requirements for that period. Consequently, the 
banks avoid criticism and the 2 per cent penalty by making certain any 
deficiency appearing in the first part of the period is offset during the 
latter part by an appropriate excess of reserves so that the correct average 
can be maintained. 

The harshness of the reserve requirement is softened somewhat by the 
privilege given banks to carry over from a given computation period to 
the next, without penalty, a deficit in reserves up to 2 per cent. This then 
requires that average reserves for the two periods be adequate to meet 
legal requirements. However, excess reserves for any given period can- 
not be counted to offset deficits of the following period. 

Methods of adjusting legal reserves. A member bank that finds its 
legal reserve position impaired may resort to any one of several methods 
for remedying the situation. The simplest and most direct way to increase 
reserves with the Federal Reserve Bank is to transfer working balances 
carried with other banks, when they can be spared. This method is readily 
available to country banks. A second method, used often by the big city 
banks, is the borrowing of legal reserves (Federal funds) from other 
banks having an excess supply. Another method is to dispose of readily 
salable assets in the open market. Short-term government obligations and 
bankers’ acceptances are particularly adapted to this use. Finally, the 
member may borrow from or discount eligible paper with the Federal 
Reserve Bank. In the long run, as an ultimate method of improving its 
reserve position, the bank may scale down its loans and investments 
other than those mentioned above. 

Borrowing Federal funds. Over a short period of time, member 
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banks sometimes find it advantageous temporarily to purchase ( or 
borrow) reserves from other members which at the moment have an 
excess. Both the borrowing and the lending bank may profit from this 
transaction. The borrowing bank may wish to increase its balance at 
the Federal Reserve Bank for a short period in order to bring its average 
actual reserves to the required level for the computation period. The lend- 
ing bank, on the other hand, holds excess reserves with which it is willing 
to part for a short period. The rate of interest on loans of Federal funds , as 
such reserves are called, will not rise above the discount rate that a mem- 
ber bank would have to pay if it borrowed at the Federal Reserve Bank. 
In times of tight money the Federal funds rate will generally equal the 
New York Federal Reserve discount rate. However, when money is 
plentiful the rate of interest on Federal funds falls. Even when Federal 
funds cost as much as borrowing at the Federal Reserve Bank, member 
banks prefer to obtain reserves in the Federal funds market so far as 
possible. They thus reserve their application for loans at the Federal 
Reserve Bank for more serious occasions and avoid wearing out their 
welcome at the Federal Reserve credit windows. 

Access to the Federal funds market is necessarily limited to the larger 
banks by the fact that dealings are generally in multiples of $1 million. 7 
Small banks are excluded because they neither accumulate excess re- 
serves of that magnitude nor have need to borrow such amounts. This 
explains the low level of excess reserves held by reserve city banks and 
the concentration of excess reserves in the hands of country banks as 
shown in Table 10.1. 

Originally, the market for Federal funds was largely concentrated in 
New York City. Banks there found it convenient and economical to adjust 
their reserve positions from day to day by borrowing and lending among 
themselves deposit balances at the Federal Reserve Bank. During the 
tightening of the money market in 1955, some of the big New York banks 
organized a kind of country- wide market for Federal funds by arranging 
with correspondent banks in other cities to report and make available for 
loan any excess reserves that they might have. Today New York City 
banks and banks in certain other large cities act as brokers for Federal 
funds. They acquire surplus reserves from correspondent banks and, after 
reserving enough to satisfy their own expected needs, reallocate or lend 
reserves to other correspondent banks needing them. In addition to banks, 
some security brokers have undertaken to act as middlemen between 
lenders and borrowers of Federal funds* 


7 About three hundred banks participate in the Federal funds market. Cf. "'Bank 
Reserve Adjustment Through Federal Funds,” New England Business Review , Fed- 
eral Reserve Bank of Boston, August 1961. 
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The lending and borrowing of Federal funds is an informal operation 
carried out by telephone and teletype. For example, a bank wishing to 
lend funds may telephone its city correspondent and offer to provide it 
with $5 million. On acceptance, the lending bank orders its Federal 
Reserve Bank to charge this amount against its reserve account and 
transfer it to the credit of the borrowing bank’s account with the bor- 
rower’s Federal Reserve Bank. This transfer is carried out through the 
Federal Reserve leased wire system and the deal is confirmed later by 
telegram or mail. Assuming that the lending bank has capital and surplus 
of over $50 million, it is legally able to lend $5 million to one borrower 
without collateral security. In this case the deal is simple. But should 
the lender be a relatively small bank without capital and surplus of 
adequate size, two other procedures may be used. First, the borrowing 
city bank may pledge some of its government securities to secure the 
loan by transferring them to a folder containing securities being held in 
safekeeping for the correspondent bank. Secondly, it may “sell” to the 
correspondent bank, for $5 million, an equivalent amount of Treasury 
certificates or notes, again placing them in the lending bank’s folder of 
securities held for safekeeping. In so doing it agrees to repurchase the 
securities sold, paying $5 million plus the agreed Federal funds rate of 
interest on the following business day. No matter which procedure is 
followed the funds are borrowed for one day only. 8 

It is more economical for a bank to borrow reserves to correct a de- 
ficiency arising from temporary cash losses than to sell Treasury bills or 
other short-term government securities. The reason is found in the normal 
spread between security dealers’ buying and selling prices. To illustrate 
the “turn-around” costs involved in temporarily disposing of Treasury 
bills, let us assume that dealers are buying three-months Treasury bills 
at a price representing an annual discount of 2.75 per cent and selling 
such bills at a price representing an annual discount of 2.72 per cent. In 
such a case, should a bank sell $1 million in bills today to replenish its 
reserves and repurchase them tomorrow when its need for borrowed 
reserves has disappeared, it would have to pay $75 more than it received 
from the original sale. Assuming that there was no change in the basic 
discount rate, the total cost for the one-day use of $1 million is the normal 
yield on Treasury bills for one day plus $75. 9 

Criticism of reserve requirements. Bankers and others have often ex- 


8 Federal Reserve System Committee, The Federal Funds Market , Board of Gov- 
ernors of the Federal Reserve System ( Washington, D.C.: May 1959), 

9 $1,000,000 X -0003 = $300 on an annual basis. On the three-month bill the cost 

becomes $300 4 = $75. Cf. Robert V. Roosa, Federal Reserve Operations in the 

Money and Government Securities Markets (New York: Federal Reserve Bank of 
New York, 1956), p. 39. 



142 


BANKS AND THEIR OPERATION 


pressed dissatisfaction with Federal Reserve legal reserve requirements. 
First, country banks felt that they were discriminated against before 
1959 when vault cash could not be counted as part of legal reserves. This 
complaint has now been eliminated. 

Secondly, bankers have felt that the differences in required reserves 
for banks located in cities of different classifications (central reserve, 
reserve, and country) were unfair. For many years the banks in New 
York City and Chicago had to carry a higher percentage of legal reserves 
than did the other big city banks. This discrepancy has now been re- 
moved, although reserve city banks still have higher reserve require- 
ments than do country banks. It has been suggested that uniform reserve 
requirements on demand deposits be applied to all banks, thus eliminat- 
ing the present distinction between reserve city and country banks. 10 

Thirdly, it is unfair to banks which are members of the Federal Re- 
serve System that nonmember banks are not, in most instances, subject 
to changes in reserve requirements imposed by the Board of Governors 
in the pursuit of proper credit policy. 

Fourthly, the Board of Governors’ use of changes in reserve require- 
ments as a means of influencing credit expansion is hampered by the 
existence of over seven thousand nonmember banks whose reserve re- 
quirements are outside the control of the Board. In the interest of both 
effectiveness and fairness to member banks, the Board of Governors has 
proposed that its control over member bank reserve requirements should 
be made applicable to nonmember banks as well. 

Legal reserve requirements as restraints on the volume of credit. We 
know that the reserve requirements imposed upon banks by law make 
but a modest contribution to bank liquidity. Their real significance lies in 
the fact that neither the individaul bank nor the banking system is able 
to make additional loans and investments unless there is at hand a supply 
of unused free cash, or excess reserves. The total quantity of available 
bank reserves, as we know, is determined and limited by the supply of 
money issued by the Treasury, by the credit extensions of the central 
bank, and by the amount of money in circulation. 

With a given supply of available bank reserves, the volume of com- 
mercial bank loans and deposits is limited to some appropriate multiple 
of the reserve supply. Thus, if average reserve requirements are 20 per 
cent, bank credit or loans and deposit expansion cannot go beyond the 
point at which deposits are five times the available reserves. But should 


10 Cf. Report of the Commission on Money and Credit (Englewood Cliffs, N.J.: 
Prentice-Hall, Inc., 1961), p. 69. This report also recommends the abolition of re- 
quired reserves against savings and time deposits. 
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the Board of Governors lower reserve requirements to an average of 10 
per cent, the same amount of reserves could support approximately twice 
as much bank credit as when requirements were 20 per cent. It is the 
restraining influence of legal reserve requirements that justifies the pro- 
vision of the law giving the Board of Governors power to change member 
bank reserve requirements within specified limits. 

The source of bank reserves. The basic reserves of the whole banking 
system are found in the member bank legal reserves which are held in 
cash or are deposited in the Federal Reserve Banks. Even nonmember 
bank reserves are to a large extent tied in by being deposited with city 
correspondent banks that are members of the Federal Reserve System. 
Member bank reserves, therefore, provide the foundation for the whole 
bank credit structure. The amount of available reserves, along with the 
current reserve requirements, determines the limits of commercial bank 
credit expansion. Therefore we need to look briefly at the origins of bank 
reserves and the factors that determine their quantity. 

One important source of member bank reserves is the supply of stand- 
ard money (gold) and other government issues of money. Whenever 
gold is imported and sold to the Treasury, the importer receives in pay- 
ment a check upon the Treasury’s account with the Federal Reserve 
Bank. When this check is deposited in a commercial bank and collected, 
the deposits and the legal reserves of the bank are increased by the 
amount of the gold purchased. Needing only fractional reserves for the 
new deposits, the excess reserves of the bank are increased. Similarly, 
Treasury purchases of silver and the issue of paper and token money add 
to the supply of bank reserves. The second main source of bank reserves 
is found in the purchases of securites and in the loans of the Federal 
Reserve Banks. The price of the securities and the proceeds of loans to 
member banks appear promptly as additions to member bank reserve 
accounts. 

The reserves provided by gold imports, Treasury currency issues, and 
central bank credit extension are offset by the following factors. First, 
the Treasury may decide to increase its holdings of funds in cash or on 
deposit in the Federal Reserve Banks. Its application of current taxes 
to building up its account with the Reserve Banks reduces member bank 
reserves, since the Treasury balance is built up at the expense of member 
bank reserve balances. Also, any increase in currency and other cash that 
the Treasury may hold has the effect of reducing the supply of bank 
reserves. Secondly, there may arise a demand for more currency for hand- 
to-hand circulation purposes. As bank customers convert their deposits 
into cash, the banks must pay out an equal amount of cash reserves. Such 
payments reduce till money and member bank reserve balances with the 
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Federal Reserve Banks as they are drawn upon to replenish the currency 
and coin supply of banks. 


Table 10.3 

Factors Determining the Volume of Member Bank Legal Reserves * 
On millions of dollars) 


Sources of Member Bank Reserves: 

End of 
January 1962 

End of 
March 1962 

Net Change 

Gold stock 

16,815 

16,609 

-206 

Treasury currency outstanding 

5,584 

5,591 

+ 7 

Federal Reserce credit 

29,612 

30,224 

+ 612 

Total sources 

Deduction from Sources of Member 

Bank Reserves: 

52,011 

52,424 

+ 413 

Treasury cash holdings 

Treasury deposits in Federal Reserve 

446 

431 

- 15 

Banks 

Foreign bank deposits in Federal Reserve 

362 

403 

+ 41 

Banks 

229 

221 

- 8 

Other deposits in Federal Reserve Banks 
Money in circulation outside of member 

286 

356 

+ 70 

banks 

Other Federal Reserve Bank accounts 
(capital accounts plus net excess of 

32,774 

33,017 

+ 243 

other liabilities over other assets) 

1,044 

1,024 

- 20 

Total deductions 

Member Bank Deposits in Federal Reserve 
Banks: 

35,141 

35,452 

+ 311 

(Sources minus deductions) 

16,870 

16,972 

+ 102 

Member bank till money 

3,050 

2,315 

-735 

Total member bank legal reserves 

19,920 

19,287 

-633 


* Federal Reserve Bulletin. 


Thus the need for more money in circulation reduces the legal reserve 
balances of the member banks. 

Finally, as a result of international transactions, foreign banks some- 
times come into possession of funds that they hold as deposits in the 
Federal Reserve Banks. These are obtained at the expense of member 
bank reserves. Also, nonmember banks, carrying clearing balances with 
the Federal Reserve Banks, reduce in some measure the reserve funds 
available to member banks. 

A clear summary view of the origin of member bank reserves is given in 
Table 10.3. 
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Questions for Study 


1. What is meant by “primary” reserves? Do they include legal reserves? Do 
they include “working” reserves? Do they include “excess” reserves? 

2. Why have legal reserve requirements been imposed on American banks? 

3 Why do banks need working reserves in addition to their legal reserves? 

Why are the excess reserves and deposits in city correspondent banks so 
much more important for country banks than for banks in larger cities? 

4. How is the base calculated for computing reserve requirements on demand 
deposits of member banks? 

5. Suppose that a member bank’s legal reserve during the first half of the com- 
putation period shows a 10 per cent deficiency. What steps can and should 
it take? Why? 

6. If legal reserves make but limited contribution to bank liquidity why must 
they be maintained? Why does the Board of Governors have power to regu- 
late member bank reserve requirements? What objection is raised to the 
lack of authority of the Board over reserve requirements of nonmember 
banks? 

7. What are Federal funds? How are they used to avoid borrowing at the Fed- 
eral Reserve Banks? Why are they used? In what other ways may member 
banks adjust their reserve position? 

8. Table 10.3 shows the factors that govern the volume of member bank legal 
reserves. Note the changes that occurred between the two dates given. Be 
certain that you understand why the items mentioned affect the size of re- 
serves as they do. 
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Bank Earning Assets 

Legal reserves, vault cash, and funds deposited with city correspondent 
banks bring no revenue to the bank and are therefore “nonearning’’ bank 
assets. Likewise the bank’s fixed assets, such as equipment* fixtures, and 
building, are considered as nonearning assets even though incidental 
revenue may be derived from rentals of office and safety deposit space. 
In contrast, earning assets are made up of the bank’s portfolio of interest- 
bearing loans and investments. 

The significance of bank earning assets. Bank earning assets are vital 
both to the banks and to the general public. To the banks they are the 
source of earnings. Their character and quality determine both the essen- 
tial liquidity and the ultimate solvency of the bank. To the general public, 
bank earning assets are important because it is through them that banks 
make their direct contribution toward meeting the community s credit 
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needs. Furthermore, it is through the expansion and contraction of the 
aggregate quantity of bank loans and investments that banks can and 
do bring about changes in the supply of money. 

Bank Loans 

Before the depression of the 1930’s, loans made up the main part of 
commercial bank earning assets. In October 1929, the loans of member 
banks comprised 73 per cent of their portfolios. The Depression caused 
bank loans to shrink, and the gold imports after 1934 greatly expanded 
bank reserves. Consequently, banks sought to find outlets for funds by 
increasing their investments in government securities. The result was 
that by the middle of 1936 member bank loans were only 38 per cent of 
their earning assets. During World War II banks purchased government 
securities in ever-increasing amounts while loans made but a modest 
gain. By the end of 1945 member bank loans made up but 21 per cent 
of their earning assets. 

Some doubt arose after the war as to the ability and willingness of 
commercial banks to recapture their former importance in financing 
private business. But by 1963, commercial bank loans amounted to $139 
billion and made up 59 per cent of total earning assets. Thus loans have 
again come to dominate the earning assets of commercial banks and have 
become a key source of funds for financing the operations of business 
enterprise. But compared with the days before the 1930's, business is 
still relatively less dependent upon direct borrowing at banks. 1 During 
the war years, government borrowing provided an abundance of funds 
that flowed into business hands as retained earnings, enabling business 
to finance its expenditures in the immediate postwar period with a mini- 
mum of bank borrowing. This source of funds has long since been ex- 
hausted. Between 1945 and 1963 bank loans to business had nearly tripled. 
During the same period total loans of commercial banks increased almost 
fivefold. An increase in real estate lending and consumer credit, related 
to the rapid growth of savings and time deposits of commercial banks, 
contributed to the large increase in total loans. 

Figure 11.1 provides a visual basis for comparing the behavior of com- 
mercial bank loans, investments, and other assets since 1939. 


1 The ratio of commercial and agricultural loans of Federal Reserve member banks 
to the gross national product was about 12 per cent in 1929, and in 1963 it was only 
about 9.7 per cent. However, consumer credit financing by member banks that has 
developed since 1929 may properly be included along with commercial and agricul- 
tural loans as a part of the necessary financing of business. If one includes consumer 
credit, the ratio of member bank financing to gross national product in 1963 was over 
13 per cent 
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Annual Reports of the Federal Deposit Insurance Corporation. 
Fig. 11 . 1 . Percentage Composition of Assets of Insured Commercial Banks. 
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Types of bank loans. Commercial banks, according to traditional 
theory, should be limited to making loans for short periods to provide 
temporary working funds to finance current business operations. Because 
such loans failed to meet all ,the needs of bank customers and because 
other lucrative outlets for bank funds appeared, banks quite generally 
have forsaken the ideal loan practices of the theorists and have embarked 
upon a widely varied loan program. Also, as we know, commercial banks 
have taken on savings bank functions. Funds received from savings de- 
posits quite properly are lent for longer periods and for purposes un- 
suited for commercial bank loans. As we briefly examine the various 
loans of commercial banks, we can readily see the extent to which modern 
commercial banks have departed from traditional theory. At the same 
time we need to keep in mind the fact that some bank excursions into 
what seem to be unorthodox loan channels are in reality but normal and 
proper uses of funds received from savings depositors. 

Classification of bank loans. Bank loans may be classified in several 
ways: 

1. The purpose of the loan. Regularly published statements of banks 
divide loans into classes based upon the use made of the funds. These 
classes include: 

(a) Loans to business— commercial and industrial. 

(b) Loans to agriculture for current purposes. 

(c) Loans for purchasing and carrying securities. 

(d) Loans on real estate mortgages. 

(e) Consumers’ loans. 

(f) Other loans not falling in the above categories. 

The relative importance of these different classes of loans may be clearly 
seen in Fig. 11.2. 

2. Loans to customers vs. loans in the open market. Customers’ loans, 
by far the major type, involve a direct personal relationship between the 
borrower and the lender. Open market loans, in contrast, are made im- 
personally to borrowers of sufficient credit rating to benefit from compe- 
tition for their paper among lenders in the money market. Formerly, stock 
market loans made at the money desk of the New York Stock Exchange 
were true open market loans. Such loans have been discontinued. Con- 
sequently, open market borrowers today are limited to the sellers of 
bankers’ acceptances and prime open market commercial paper and 
dealers in U.S. securities. 

3. Secured and unsecured loans. When the lender obtains some pro- 
tection over and above that afforded by the borrower’s signature on the 
note, the loan is said to be secured. The security may consist of pledged 
securities, warehouse receipts, liens on equipment and other chattels or 
titles thereto, real estate mortgages, and assignments of receivables and 




Ffg. U.2. Composition of Loans of Insured Commercial Banks. 
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future income from ship charters and oil runs. Sometimes the security 
takes the form of an accommodation endorsement or cosigner who guar- 
antees payment. In contrast, unsecured loans give the bank a right only 
to sue the debtor and get a judgment against him if the note is not paid 
at maturity. In this case the bank takes its chances along with any other 
general creditors seeking to collect from the defaulting debtor. Naturally, 
bankers like to make secured loans whenever possible, but the credit 
standing of many borrowers, especially business firms, is so high that 
banks freely lend to them without security. 


Loans to Business ( Commercial and Industrial) 

Loans to business have always been a very significant part of the credit 
extended by commercial banks. Traditionally, such loans were to finance 
current short-term needs and had maturities of thirty, sixty, and ninety 
days, corresponding to the normal trade credit periods. When trade 
acceptances or trade notes were in common use, their maturities ran from 
one to three months. If merchants sold on open account, their own credit 
needs tended to correspond to the credit terms on which they sold to 
their customers. Trade notes and acceptances offered to the bank for 
discount and the merchant’s own single-name promissory note came to 
be known as self-liquidating commercial paper. This name derives from 
the expectation that the money borrowed can be put to use for the 
purchase of goods which can be resold, and the loan repaid out of the 
proceeds at the time of maturity. 

Bank loans to continuous borrowers. The true self-liquidating char- 
acter of the short-term loans to business depends upon the fact that the 
borrowers needs are temporary and seasonal. But in actual business, 
borrowers often need borrowed funds for periods longer than one to 
three months. They may have but little seasonal variation and yet need 
and be entitled (credit-wise) to bank loans. This is true of sound business 
firms that are at the moment denied access to the security markets, 
whether because of smallness of size or excessive cost, and are in need 
of working capital. Larger firms needing intermediate term funds may 
find commercial bank borrowing more flexible and economical than the 
issue of bonds or equity stocks. 

Before the middle 1930’s, banks continued to insist that business loans 
should mature within the traditional ninety days. Yet it was perfectly 
clear that borrowers very often required the funds for a longer period 
and were relying upon the bankers to renew at maturity. The excuses 
given for clinging closely to the very short maturities were: 
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1* The loan was safer because the bank might review the borrower’s 
position frequently and take steps to collect if his position worsened. 

2. It was necessary to limit business loans to not over ninety days’ 
maturity in order that they should be eligible for rediscount at the Fed- 
eral Reserve Bank. 

3. Examiners often criticized business loans with longer maturities by 
classifying them as slow, a term of opprobrium. 

The practice of limiting loan maturities to ninety days, with the under- 
standing that renewals were to be expected, turned out to be especially 
unsatisfactory and dangerous to business when depression and financial 
crisis appeared. At such times banks refused renewals and borrowers 
were forced to attempt repayment at a time most disadvantageous to 
both businessmen and to the general economy. 

In spite of the present-day prevalence of term loans with original 
maturities of over one year, the renewed short-term loan still plays an 
important part in bank loans to business. 2 

The term loan. During the late 1930’s, banks began a more realistic 
practice in respect to loan maturities. With a slack demand for loans, 
banks were more disposed to adjust their lending habits to the needs of 
borrowers. The Depression had left many meritorious borrowers with 
inadequate supplies of continuous working capital. Also many large and 
well-established firms wished to take advantage of the lower bank loan 
interest rates to refinance their outstanding bond issues. As a result, banks 
began to make term loans to business, with maturities of from one to ten 
years. Such loans, unlike the true short-term, self-liquidating loan, are 
not expected to be repaid out of the immediate sale of current inventory. 
Instead, since the funds are for continuous working capital needs, the 
repayment must come from depreciation and net earnings. Hence the 
maturities must be sufficiently remote to make such repayment possible. 

Two legal changes worked to encourage banks to embark upon the 
making of term loans. First, an amendment to the Federal Reserve Act 
in 1935 removed the critical significance of thirty-, sixty-, and ninety-day 
commercial paper as a basis of obtaining funds from the Federal Reserve 
Banks. This amendment permits member banks to borrow on any sound 
assets without regard to maturity. In addition, the substantial volume of 
government securities held by banks at that time provided an abundant 


2 In 1942 a survey revealed that 41 per cent of total loans made during one month 
were renewals. N. H. Jacoby and R. J. Saulnier, Business Finance and Banking (New 
York: National Bureau of Economic Research, 1947), p. 48. The Federal Reserve 
Bank of New York has estimated that among the nominally short-term business loans 
made by New York City banks, about one-half in dollar volume were renewed so 
repeatedly as to make them “continuous” in fact. Monthly Review, Federal Reserve 
Bank of New York, January 1962, p. 12. 
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basis for member bank borrowing at the Federal Reserve Banks. Secondly, 
the rules governing the classification of bank assets by examiners were 
changed so as to remove the stigma of “slow” from sound paper with 
longer maturities. Instead, sound loans, regardless of maturities, were 
given a clean bill of health. 

The importance of the term loans made by banks to business borrowers 
may be judged by the fact that in October 1957, member banks re- 
ported outstanding term loans to the amount of $15.4 billion. This was 
an increase of 48 per cent over the 1955 level. These term loans com- 
prised 38 per cent of banks’ total loans to business. In January 1961, 
New York City banks reported that term loans were 56 per cent of their 
total business loans. 

Term loans are available to both large and small firms. In the case of 
many small term loans repayable on installments, interest charges are 
computed on the original total debt rather than on the unpaid balance. 
In such cases the actual interest is much higher than the nominal per- 
centage rate applied to the principal sum. Such loans have many of the 
characteristics of the familiar conditional sales contract used in the 
extension of consumer credit. Borrowers with favorable credit ratings 
pay rates of interest comparable with, but generally somewhat higher 
than, the rate on short-term loans of similar quality. 3 

Term loan agreements, especially those involving large advances to 
big borrowers, frequently provide for the loan to be shared among a 
number of banks. They also frequently provide for an original maturity 
of from one to two years, with an option to the borrower to extend the 
loan for a number of additional years. Term loans are sometimes made 
for specific purposes with funds available only once. Other loans provide 
for a "revolving credit” that permits repayment and reborrowing within 
the life of the agreement, with a small fee for the privilege of keeping 
open the unused part of the credit. Term loans of long maturities quite 
generally call for installment repayment and are sometimes shared by 
banks with insurance companies which take the "long end” of the loan, 
that is, the part that matures last. The banks thus avoid tying up their 
funds for the whole period. 

It should be recognized that the making of capital or term loans by 
commercial banks involves risks that are somewhat greater than those 
on loans made for shorter periods. To facilitate the repayment out of 
earnings, it is well for such loans to mature serially. Further, special 


3 Cf. Carl T. Arlt, "Term Lending to Business, 1955-1957,” Federal Reserve Bul- 
letin, April 1959, and "Term Lending by New York City Banks,” Monthly Review, 
Federal Reserve Bank of New York, February 1981. Also cf. "Commercial Banks as 
Suppliers of Capital Funds to Business,” Monthly Review , Federal Reserve Bank of 
New York, December 1963. 



LOANS MADE BY BANKS 


157 


protection is needed for the lender. This may take the form of warehouse 
receipts issued against the inventory of the borrower; mortgages on the 
plant; title to and liens on equipment; assignment of receivables and 
future income from leases, charters, and oil production; and special agree- 
ments not to mortgage or pledge any assets during the life of the loan 
and to maintain a minimum current ratio. 

Secured Business Loans 

As we learned earlier in our discussion, many bank loans are made 
without security. Especially is this true of loans to business borrowers. 
Nevertheless, a very substantial fraction of total business loans are 
secured. Because banks, in their published reports, do not distinguish 
between secured and unsecured loans to business, one must rely upon 
the Federal Reserve study of 1957. It revealed that, as of October 1957, 
two-thirds of the number of business loans and about one-half of the 
dollar amount of such loans were secured or endorsed. 4 The explanation, 
of course, lies in the fact that large borrowers generally enjoy sufficient 
credit to be able to borrow without security. Being large, though rela- 
tively few, such borrowers account for a larger part of the total business 
loans. Smaller borrowers with weaker credit standing borrow less in the 
aggregate but account for the larger number of loans that are classified 
as secured. For example, in 1957, 68.2 per cent of the total number of 
loans to borrowers with assets of less than $50,000 were secured while 
only 34.7 per cent of loans to borrowers with assets of $100 million or 
over were secured. 

The types of security used for member bank loans to business, as 
reported for 1955 were: 

Per cent of Total Secured 
Business Loans 

1. Endorsed or comaker 

2. Assignment of claims 

3. Inventories, including trust receipts and warehouse 
receipts 

4. Equipment, including assignment of title and chattel 
mortgages 

5. Plant and other real estate 

6. U.S. Government bonds 

7. Other bonds 

8. Stocks 

9. Life insurance and savings accounts 

10. Other 

4 Caroline Cagle, “Security Pledged on Business Loans at Member Banks, F ederal 
Bjeseroe Bulletin, September 1959. Also cf. “Bank Loans Secured by Stocks and 
Bonds,” Federal Reserve Bulletin, July 1963. 
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Types of security used for business loans. The particular type of 
security behind bank loans to business varies with the nature of the 
loan and the business of the borrower. Term loans, unless made to large, 
credit-worthy firms on an unsecured basis, are often secured by liens 
on newly purchased equipment (including assignments of title) and by 
mortgages on plants. 

Loans to traders in commodities, often repayable on demand or at 
the borrowers option, are secured by documents of title, mainly ware- 
house receipts, trust receipts, and negotiable bills of lading. The under- 
lying commodities are of great variety. Originally they included mainly 
such staples as grain, cotton, wool, and meat products. With modem im- 
provements in the art of cold storage, a vast array of commodities can 
be stored, and warehouse receipts against them may appear as collateral 
for bank loans. 

A relatively new type of loan secured by borrower s inventory is that 
now made by banks on the basis of proved supplies of underground oil. 
These are appraised by the bank, and loans made are paid off out of the 
proceeds of oil production and sale. 

Assignment of claims constitutes an important kind of collateral. Claims 
assigned include charter fees on tankers to secure loans for tanker con- 
struction, oil leases, claims arising out of government defense contracts, 
and commercial accounts receivable. Before the depression of the 1930's, 
banks did not often venture into the field of lending on borrowers’ ac- 
counts receivable. The depression years so impaired the credit standing 
of some small and medium-sized firms that they were compelled, in the 
absence of better collateral, to offer to assign their accounts as a basis 
for loans. In general, banks have not favored lending on the assignment 
of accounts receivable because of the added expense and trouble involved. 
Nevertheless, seeking for profitable loan outlets, the banks have gradually 
moved into this field that previously was the special province of the 
finance companies and discount houses. 

In financing on receivables, banks advance cash to the borrowers in 
amounts up to 70 to 90 per cent of the face amount of the assigned 
accounts. Generally the debtors whose accounts are assigned are not 
notified and, consequently, the banks must rely on the agreement of the 
borrowing firms to turn over the daily check receipts received in payment 
of the accounts. The banks reserve their right of recourse against the 
borrower for ultimate payment. Interest rates charged on such loans are 
usually higher than on loans secured by other forms of collateral. 5 

6 Cf. R. J. Saulnier and N. H. Jacoby, Accounts Receivable Financing ( New York: 
National Bureau of Economic Research, 1943 ) . Banks also buy conditional sale paper 
from merchants, without recourse but reserving 10 per cent of the price to cover col- 
lection risks. 
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Business borrowers without other forms of readily available col- 
lateral sometimes offer security in the form of stocks and bonds. The 
advantages of such collateral are several. If the securities are highly 
marketable, the bank has something that can be readily sold to satisfy 
the debt in case of default. Even when not readily marketable on or- 
ganized exchanges, securities pledged on the loan give the banker 
definite protection by giving him prior claim against valuable assets. The 
borrower benefits by being able to borrow more than he otherwise might 
be allowed. Not only does the security improve his credit position, but 
also permits size of the loan to be increased if the bank has a small capital 
and surplus. National banks, for instance, can lend not more than 10 
per cent of their capital and surplus to any one borrower unless certain 
collateral requirements are met. If the borrower offers collateral of U.S. 
Government obligations, for example, the individual loan limit becomes 
25 per cent. 

It should be remembered that the margin requirements placed on 
loans made for carrying securities do not apply to business loans secured 
by stocks and bonds. The reason is of course easy to see, since the banks 
need require no collateral at all. Margin requirements are designed to 
hold in check speculation in stocks on borrowed money. 


Unsecured Business Loans 

Although, as we learned earlier, one-half of business loans, in dollar 
amount, are protected by security of some sort or other, there remains 
the other half that is unsecured either by pledge of collateral or by en- 
dorsement. The problems associated with the making of these unsecured 
loans deserve separate consideration. 

Open market loans. There are two types of open market paper that 
can be included among the unsecured loans of banks for financing busi- 
ness operations. The first is the banker's acceptance, an obligation of the 
accepting bank to pay a stated sum of money at a given future date. 
It is discounted by the lending bank and is an unsecured commercial 
loan. The second is open market commercial paper purchased by banks 
from commercial paper dealers. Both of these classes of paper are gen- 
erally unsecured. 

Trade paper. One type of unsecured loan takes the form of dis- 
counted or purchased trade paper owned by the borrower. Such paper 
consists of trade acceptances and promissory notes. By his indorsement 
the borrower assumes a contingent liability to pay the instrument on 
notice of dishonor by the primary obligor. Trade paper thus bears two 
signatures and is designated two-name paper. The discounting bank, 
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therefore, gets the specific promise of the buyer of goods, in addition to 
the indorsement of the seller-borrower. The selling and credit policies of 
American business are such that two-name paper of this kind is relatively 
scarce, most firms preferring for one reason or another to stick to the usual 
method of selling on open account. 

Single-name paper. Finally, there is the single-name unsecured note, 
which looms large among bank loans. The use of single-name paper 
arises from the American habit of making credit sales on open account 
with a heavy discount offered for cash. The heavy cash discount obtain- 
able for payment within ten days furnishes an inducement to the buyer 
to pay cash, if it is at all possible. If he possesses insufficient funds of his 
own, and his credit standing is sufficiently good, he will borrow on his 
unsecured note from his local banker. On the other hand, if the buyer 
is unable to pay cash but waits until the expiration of the full credit 
period to pay, the seller will obtain funds by borrowing at his bank on 
his unsecured notes. Thus, in either event, banks will be called upon to 
finance the transaction on single-name unsecured notes. 

In order that a banker may make unsecured loans safely, it is essential 
that he have complete and accurate information as to the borrowers 
credit. The methods used in acquiring such information are varied. The 
small-town banker tends to rely upon his general acquaintance with the 
borrowers affairs, supplemented by specific personal inquiries. Larger 
banks find it impossible to rely upon haphazard credit information and 
develop more or less elaborate credit departments whose function it is 
to gather and record credit information about customers and prospective 
borrowers. The multiplicity of their borrowers, the greater difficulty of 
measuring the credit standing of complex and large-scale firms, the size 
of the accommodation required— all make necessary a more complete 
and orderly assemblage of information than could be had with less 
formal methods of collection. Moreover, large city banks are frequently 
called upon by their country correspondents to supply credit information 
about open market borrowers. 

Borrowers’ statements. Credit information of the more formal sort 
may be obtained from a variety of sources. There are available for banks 
as well as for others the services of the well-known credit-rating agencies, 
such as Dun and Bradstreet. There is also the method of direct inquiry 
from the business houses that have dealings with the individual or firm 
whose credit standing is being examined. If the borrower has borrowed 
before at the bank, his record there is available. Finally, there is the 
direct inquiry from applicants for loans. Foremost in such an inquiry is 
a request for comparative statements of assets and liabilities (or balance 
sheets) and comparative income statements, preferably certified by a 
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certified public accountant. Supplementing these will be specific inquiries 
bearing on the borrower’s business affairs. 

The use of the borrower’s statement of assets and liabilities received 
impetus through the rise of credit departments. Since unsecured com- 
mercial loans are made for a relatively short period of time, the banker 
is vitally concerned with the relation of the borrower’s current income to 
his liabilities. Only when his probable income shows a satisfactory margin 
over his liabilities, including the proposed loan, will the banker be 
justified in lending without security. A careful analysis of the borrower’s 
statements will give the desired information. The items of the balance 
sheet of most interest to the banker are the current assets and the cur- 
rent liabilities. 

Current Assets 

Cash 

Short-term U.S. Treasury obligations 

Accounts and notes receivable 

Inventory, made up of: 

Raw materials 
Finished goods 
Goods in process 

The ratio of current assets to current liabilities, called, for convenience, 
the current ratio , should show a satisfactory margin of assets over liabili- 
ties. What the margin should be in practice depends primarily upon the 
quality of the current assets and the degree of regularity of income and 
outgo. The quality of the current assets depends upon, among other 
things, the following conditions: 

1. The general state of business, whether normal or dangerously in- 
flated. This had a direct bearing upon both the marketability of the in- 
ventory and the ability to collect the accounts receivable. 

2. The freshness of the accounts receivable. If any substantial pro- 
portion represent past-due, slow, and uncertain accounts, their value 
must be discounted. This may be discovered by comparing the volume 
of accounts receivable with the volume of sales during the normal credit 
period just preceding. Since some buyers take cash discounts, the ac- 
counts receivable should be less rather than more than the sales for the 
period. 

3. The marketability of the inventory. This is indicated by comparing 
the present rate of inventory turnover with (1) the past experience of 
the company; and (2) the experience of other firms of a similar type. 
Furthermore, the marketability is affected by the degree to which the 
product is a staple, subject to a continuous demand. Not only will the 
banker rely upon an analysis of the borrower's statements as a means 
of discovering the true worth of the assets, but he must also check care- 
fully, insofar as possible, on the accuracy of the statements themselves. 
This may involve an audit of the borrower's accounts either by certified 
public accountants or by representatives of the bank. 


Current Liabilities 
Accounts payable 
Notes payable 

Accrued interest on long-time debt 
Any long-time debt nearing maturity 
Accrued expenses 
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Although the banker relies heavily upon the current ratio of the bor- 
rower in order to assure repayment of the loan when due, he cannot 
afford to disregard the question of the long-time solvency of the firm 
as evidenced by an adequate stockholders’ equity. This consideration 
may not appear so important in the case of short-time loans intended to 
tide the borrower over a seasonal peak. In such cases sufficient protection 
is afforded by the current assets. But the tendency among some borrowers 
to obtain loans for longer periods of time alters the situation. In such a 
case the question of the ultimate solvency of the borrower becomes a 
vital one, for upon it rests his ability either to pay the loan or to shift it 
to other banks. 


The Line of Credit 

In the event that the customer wishes to borrow at intervals during 
any given season, it is frequently more convenient both for him and for 
the bank to make an analysis of his credit and to establish a maximum 
line of credit that the bank is willing to extend. Thereafter, so long as 
there is no material alteration in the borrower s condition, he may bor- 
row at any time, without investigation, up to the amount of his credit 
line. The line of credit imposes no legal obligation upon the bank. It is 
merely an expression of willingness to lend up to a certain amount if the 
borrower’s credit standing is not impaired and if the bank is in a position 
to lend at the time when the customer wishes to borrow. Not only does 
the bank not assume any legal liability to lend, but the customer in no 
way obligates himself to borrow any or all of the line extended to him. 
But the bank incurs a moral obligation to keep open the line if the cus- 
tomer carefully preserves his credit standing, and it could hardly afford 
to violate the confidence of a valuable customer. If necessary, it may 
borrow funds required to care for the customer’s needs. Lines of credit 
are extended not only to business houses, but to correspondent banks as 
well. Nonmember banks that experience heavy seasonal drains of cash 
frequently resort to their city correspondent for loans. These loans may 
be either secured or unsecured. 

Banks usually make two requirements of customers for whom they 
extend a credit line. First, the customer may be expected to clean up his 
loans at least once a year. This is designed to indicate that the borrower 
is obtaining funds to care for a seasonal peak in his business. After the 
need is past, he will pay off his loans. The bank’s loans are, therefore, 
self-liquidating in character. The continuous borrowers, however, can 
conform to this rule only by borrowing elsewhere in order to pay off the 
original lending bank. Although loans of this kind are not strictly self- 
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liquidating merely because they are paid off, the bank has the advantage 
of compelling the borrower to subject his affairs periodically to the 
scrutiny of other bankers. 

A second requirement commonly made by commercial banks in extend- 
ing a line of credit is that the customer shall maintain a certain fractional 
part of the line on deposit with the bank during the life of the credit. 
This rule is by no means uniformly applied. It is more commonly insisted 
on in the larger money centers, but is a well-established principle among 
practical bankers, whether or not it is actually adhered to. A variation 
of the same principle appears in the form of a requirement that a bor- 
rowing customer shall maintain a certain fraction of his total loans on 
deposit during the life of the loan. Still another variation is that any 
loans made may be only a certain multiple of the average deposit bal- 
ances carried by the borrower during some preceding period. Some form 
of the average balance requirement is in common use, particularly among 
metropolitan bankers . 6 

Bankers attempt to justify the compensating balance rule on various 
grounds. Basically, however, there seems to be one reason for it. Indi- 
vidual bankers compete for deposits in order to increase their power to 
lend. The compensating balance rule provides a method of inducing 
would-be borrowers to carry a substantial balance with the bank. In times 
of tight money the applicant whose “account has not been satisfactory” 
will be turned down in favor of the applicant who has carried a good 
balance at the bank. In times of easy money the rule tends to fall into 
disuse. In any event, it is less likely to be enforced against the better 
borrowers who are in a position to shop around for loan accommodations. 

Small banks, dealing with small borrowers, tend not to enforce com- 
pensating balance rules against customers. As money market conditions 
tighten and individual banks find demands for loans exceeding the supply 
of loan funds, the big city banks apply pressure on would-be borrowers 
to improve their balances with the bank as a price of obtaining loan ac- 
commodation. Quite generally this is a competitive device for attracting 
deposits to the bank. The loan applicant who is accustomed to carrying 
balances in a number of banks is thus induced to concentrate them in the 
bank at which he seeks accommodation. 

The complaint is often heard that the enforcement of the compensating 
balance rule is but a way to compel the borrower to borrow and pay 

6 In response to a questionnaire sent the 100 largest banks in the country, the great 
majority indicated that they made the carrying of compensating balances a require- 
ment for obtaining a line of credit. The amount of the required balance varied from 
10 to 20 per cent. Most banks apparently do not attempt to enforce such requirements 
against term loan borrowers. The application of the requirement varies greatly among 
banks and among different borrowers at the same bank. Cf. ’“Compensating Balances, 
Monthly Review , Federal Reserve Bank of New York, December 1961. 
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interest on a larger sum than he is allowed to use. This is a distinct 
possibility for borrowers who normally need but small cash balances for 
working purposes. However, quite generally, it appears likely that most 
firms will, as a matter of good financial management, maintain bank 
balances sufficient to meet the rule. In such a case the requirement acts 
primarily as an inducement to the borrower to carry his funds on deposit 
with the lending bank rather than with other banks. 

However, the belief that some borrowers needing relatively small cash 
balances actually must expand their balances with the lending bank is 
supported by the appearance of 'link financing,” a device used by fi- 
nance companies, construction firms, and others to avoid additional bor- 
rowing, Link financing involves a deal with the bank to accept, in lieu 
of the required borrower's balance, funds in the form of a time deposit 
belonging to a noncustomer of the bank. The borrower pays an additional 
rate of interest to the owner of the time deposit to compensate for the 
low rate of interest paid by the bank on the deposit. In this way the 
borrower is able to satisfy the compensating balance rule at somewhat 
lower cost than if he had increased his loan at the bank by enough to 
satisfy the rule. 


Commercial Credits and Bankers ? Acceptances 

In addition to making loans, banks sometimes aid in the process of 
credit by guaranteeing the credit of merchants. This they do by issuing 
letters of credit in behalf of the buying merchant, which in effect guar- 
antee to prospective sellers that they will receive payment for goods 
shipped in conformity with the sales contract. To be specific, let us 
assume than an importer in Chicago is negotiating for a purchase of 
goods from a Hong Kong exporter. The exporter asks the Chicago im- 
porter to provide a letter of credit from a well-known bank authorizing 
the exporter to draw a bill of exchange on the bank when the goods are 
shipped. Under the authority of the letter of credit, the exporter, on 
shipment of the goods, draws a bill of exchange on the bank demanding 
payment; he attaches the negotiable bill of lading, the insurance certifi- 
cates, and other necessary documents, and discounts (sells) the bill to 
his bank. The bill of exchange may be made payable on sight (demand) 
or, if the sales contract provides for credit to the importer, it will call for 
payment at the expiration of a specified time. In either case the purchas- 
ing Hong Kong bank will forward the bill to its correspondent bank in 
the United States for presentment to the bank on which it is drawn. 
After satisfying itself that the shipping documents are in order, the bank 
on which the bill is drawn will pay it if it is payable on demand or sight. 
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If the bill is to be paid at some future date, the bank signs its name or 
"accepts” the bill of exchange. The bill thus becomes a banker s accept- 
ance. 

A. banker s acceptance has the effect of binding the accepting bank to 
pay the bill of exchange when it is due. When the accepting bank is well- 
known and of good credit standing in the financial community, its ac- 
ceptance is considered prime paper and is much sought after by banks 
for use as secondary reserves and by other institutions desiring highly 
liquid assets. Because the acceptance of a well-known bank can be dis- 
counted in the money market at a low rate of interest, its owner can con- 
vert it into cash on favorable terms. 

We see, therefore, that banks render very important services to import- 
ing merchants by assuming the obligation of payment in place of the 
importers themselves. For this service the importers must do two things. 
First, they must pay certain fees charged by the bank. For issuing the 
letter of credit for the benefit of an importer of sound credit standing, 
the bank charges a flat "negotiation fee” of about one-tenth of 1 per cent 
of the amount of the credit. An additional fee of one-half of 1 per cent is 
charged for each ninety days that the credit is open. Finally, in case the 
importer is buying on credit and the bill of exchange is drawn payable 
at a future date, the bank charges an "acceptance fee” of V/ 2 P er cent 
per annum. Secondly, the importer must give the bank satisfactory as- 
surance that funds will be in its hands to meet the payment of the bill 
when due. 

The commissions which banks receive for commercial credits and 
acceptances must be sufficient to compensate for the trouble and risk 
and must yield a modest profit. They do not include any interest charges 
since the acceptance does not involve a loan. The loan funds derived 
from an acceptance come from the banks or other investors who purchase 
or discount the acceptance. 

Bankers' acceptances are used for: 7 

(1) Financing imports and exports 

(2) Financing trade between foreign countries 

(3) Financing goods in storage 

The above description of the use of the banker s acceptance in the financ- 
ing of imports indicates something of their basic nature. Their use will 
be explained in greater detail in Chapter 30 dealing with foreign ex- 
change markets. « 

Acceptances to finance goods in storage must be based upon readily 
marketable staples” and must be secured at the time of acceptance by 

7 cf. “Bankers’ Acceptances," Monthly Review, Federal Reserve Bank of New York, 
June 1961. 
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warehouse receipts or other documents of title. A person or firm having 
such readily marketable staples in storage may arrange with an accepting 
bank to accept a time draft drawn against it, secured by documents of 
title representing the stored goods. The documents may be held or re- 
leased by the accepting bank, and the drawer of the accepted draft dis- 
counts it in the acceptance market. The accepting bank earns its com- 
mission for accepting the bill, and the businessman-borrower obtains his 
funds at the relatively low rate of discount commanded by a good 
banker s acceptance. The advantage of borrowing by the use of a banker’s 
acceptance lies in the possibility of getting funds more cheaply than by 
paying the ordinary customers’ rate at the borrower’s own bank. 

Roundabout extension of credit by the accepting bank creates on the 
liability side of the statement the item 4 acceptances outstanding.” Since 
the offsetting protection for the liability consists solely of “customers’ 
liability,” it follows that the extension of acceptance credit involves just 
as careful scrutiny of the ability of the borrower to repay as does a 
straight loan. To prevent the abuse of such credits by American banks, 
the Federal Reserve Act carefully limits and regulates the acceptance 
powers of member banks. 8 


Questions for Study 


1. Which of the assets listed in the bank’s balance sheet are earning assets? 

2. Before 1930 what was the relative proportion of loans among bank earning 
assets? Why did this proportion change in the 1930’s and the 1940 s? 

What has been the trend in late years? 

3. Identify each of the following terms: 

a) Customer loans 

b) Open market paper 

c) Self-liquidating commercial paper loans 

d) Term loans 

e) Lines of credit 

4. Why has the term loan assumed such an important place among bank loans 
to business? 


8 In Regulation C, the Board of Governors of the Federal Reserve System sets the 
rules under which “accepting” member banks must operate. These include: (1) a 
maturity limit of six months; (2) a quantitative limit of 50 per cent of a bank’s 
capital and surplus, with the provision that the Board may grant permission for a 
bank’s acceptances to rise to 100 per cent of its capital and surplus; and (3) upon 
approval of the Board of Governors a bank may accept three-month drafts drawn on 
it by Latin-American banks to finance seasonal exports of the United States to Latin 
American countries. 
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5. Name four types of commodity collateral offered as security for bank loans. 

6. How can a bank make “unsecured” loans to business? Is this commonly 
done? 

7. What are the requirements for obtaining a line of cerdit? What obligations 
are undertaken by the parties? 

8. What are bankers’ acceptances? Why are they used in financing foreign 
trade? Why and how are they used to finance domestic goods in storage? 



chapter twelve 


NONBUSINESS LOANS 
OF COMMERCIAL BANKS 


Business loans (industrial and commercial) comprise about 35 per cent 
of all loans made by commercial banks and are therefore the most im- 
portant single class of bank loans. Yet to understand the place of the 
commercial banks in the field of credit one must know something about 
the other types of loans constituting the remaining 65 per cent of the 
total. In addition, some knowledge of the bank investment portfolio is 
needed to get a full picture of the bank assets that provide the basis for 
our money supply. 

Agricultural loans. Farmers, like businessmen, need short-term credit 
for seasonal and other needs. Normally they depend upon trade credit 
and bank loans. However, there exist added sources of short-term credit 
for farmers in the government-sponsored Production Credit System and 
in the disaster, emergency, and subsistence loans of the Farm Home 
Administration operating under the Department of Agriculture. These 
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government-sponsored sources of agricultural credit provide approxi- 
mately 30 per cent of the total non-real estate farm loans made by lending 
institutions, and commercial banks provide about 70 per cent. 1 

Farmers also need medium-term credit to finance nonseasonal capital 
needs involved in the purchase of equipment and breeding stock. 

Although banks have not always provided loans with sufficiently long 
maturities to meet the intermediate credit needs of farmers, they have 
made important progress in this respect. A study of commercial bank 
agricultural loans in 1956 (for current expenses and intermediate-term 
investment) showed that about 18 per cent of the total amount was 
made with maturities of over one year. Furthermore about 8 per cent of 
such loans were payable on demand. Demand loans are generally ex- 
pected to be paid at the borrower’s convenience and may run for mod- 
erately long periods. Altogether, in 1956, about 24 per cent of bank 
agricultural loans were of maturities suited to the financing of medium- 
term needs. This compares rather unfavorably with banks’ medium-term 
loans to business, which at that time were about 38 per cent of total 
business loans. This inadequacy of intermediate agricultural credit is 
further shown by the fact that at the time of the survey only 33 per cent 
of bank loans to farmers for intermediate-term purposes had a maturity 
of over one year. Farmers still were required to meet most of their inter- 
mediate-credit needs by short-term borrowing equiring renewals and 
extensions. 

Among bank loans to farmers for current-expense purposes, 35 per cent 
of the amount was unsecured and 52 per cent was secured by chattel 
mortgages. Among bank loans for intermediate-term investment purposes, 
16 per cent of the amount was unsecured, 58 per cent was secured by 
chattel mortgages and assignment of title to equipment purchases, and 
14 per cent by mortgages on borrowers’ real estate. 

In general, agricultural loans made by banks are relatively small in 
size. Loans to 38 per cent of the total number of borrowers were under 
$500 and over 57 per cent of borrowers’ loans were under $1,000. On the 
other hand, 10 per cent of the borrowers had loans of over $5,000 each 
and accounted for over 50 per cent of the total of farm loans. 2 

Consumer loans of commercial banks. For many years finance com- 
panies and small loan companies have successfully operated in the field 
of consumer loans. Before 1931, commercial banks made little effort to 
enter the field of consumer financing because of the risk, the stigma 


1 Exclu din g loans held or guaranteed by the Commodity Credit Corporation for the 
support of farm prices. Cf. Agricultural Finance Review , U. S. Department of Agri- 
culture (Washington, D.C.: April 1962). Also cf. '‘Bank and PCA Lending to Farm- 
ers/' Federal Reserve Bulletin , September 1963. 

2 "Farm Loans at Commercial Banks,” Federal Reserve Bulletin , November 1956. 
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commonly attached to that type of loan, and the extra trouble involved. 
Instead, they preferred to confine their lending to the larger commercial 
borrowers from whom there generally was an ample demand for loans. 
Only indirectly did the bankers assist in consumer financing through their 
loans to the finance companies, an area in which they are still active. 

The depression of the 1930’s, with its sharp decline in the demand for 
commercial loans, caused bankers to seek other outlets for their funds. 
Consequently, they began to establish personal loan departments and 
entered the field of consumer financing. 3 Their ventures into this field 
take the form both of purchasing installment paper from retailers and 
making direct installment loans and single-payment loans to consumers. 
In addition modernization loans for residential housing are made both 
under banks’ own plans and under the insured loan provisions of FHA 
Title I. 

Commercial bank experience in the field of consumer credit has been 
favorable. By 1963 commercial bank consumer credit was over $25 billion. 
This was approximately one-half of all such credit, both installment and 
noninstallment, extended by all financial institutions, and amounted to 
about 21 per cent of all commercial bank loans. The rate of earnings on 
consumer credit loans often exceeds that on other types of loans. This 
is true in spite of the high administrative costs of investigation, collection, 
and occasional repossession of cars and other chattels used as security. 
Nominal rates of interest (or discount) may vary from 4]/ 2 per cent to 
7y% per cent or even more, depending upon geographic areas, local 
regulations, and degrees of risk. Because these rates are applied to the 
total original debt for the total period of the indebtedness and the debt 
is repaid in installments, the interest earned by the lender on the unpaid 
balance of the debt is nearly two times the nominal interest. 4 In other 
cases interest charges on installment consumer credit may be calculated 
at 1 per cent per month on the actual outstanding unpaid balance. 

Even though the interest charges on consumer loans are high in com- 
parison to interest rates on commercial loans, consumer borrowers have 
been benefited by the participation by the banks in the consumer credit 
field. First, the banks have sometimes had a moderating influence on 
finance costs of retail installment paper. Secondly, they provide a source 
of personal-installment and single-payment loans for individuals who 
otherwise would have recourse only to the small loan companies, which 


3 The First National City Bank of New York was a pioneer in the extension of con- 
sumer credit by banks. It opened a personal loan department in 1928 at a time when 
the availability of consumer bank credit to nondepositors was negligible. 

4 Assuming that the rate of interest is 6 per cent, a thirty-six-month loan for $1,000 
would be increased by $180, making the total obligation $1,180, to be paid off in 
installments. 
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often charge as much as 3 per cent per month on the first $150 of a loan 
and I 1/2 per cent per month on the remainder. Banks also commonly 
insure the life of the consumer-borrower for the amount of the debt 
without extra charge so that, should the debtor die, the unpaid balance 
is paid up. A useful picture of the nature and magnitude of consumer 
credit extended by commercial banks is shown in Table 12.1. 


Table 12.1 

Consumer Credit Loans of Commercial Banks as of May 1963 * 
(In millions of dollars) 


Retail automobile installment paper 

Purchased from retail dealers 

6,596 

Direct to consumers 

3,699 

Retail installment paper on other goods 

2,843 

Repair and modernization loans 

2,221 

Personal installment loans 

4,515 

Single payment loans 

4,813 

Total 

24,687 


* Federal Reserve Bulletin , July 1963, p, 993. 

Real estate loans by banks. The mere fact that a borrower has given 
a real estate mortgage to secure a loan does not necessarily create a real 
estate loan. For example, a loan made to a business firm on a medium- 
term basis to provide working capital may be secured with a mortgage 
on the firm’s real estate. The loan, however, is for business purposes and 
should not be classed as a real estate loan. Real estate loans include loans 
made to finance the purchase of land, preferably improved, and to finance 
the construction of buildings or the making of other improvements upon 
the land. Real estate loans should be made on such a basis that the value 
of the real estate will sufficiently exceed the amount of the loan to insure 
the repayment through liquidation and sale, should the borrower’s in- 
come prove inadequate to enable him to make payment. 

The traditional view was that commercial banks should not tie up 
their resources in relatively unliquid real estate mortgage loans. This 
view found strong historical support in the experience of early banks 
that financed land speculation to the sorrow of both banks and the gen- 
eral public. The hazard to banks from unsound real estate mortgages on 
improved real estate was also clearly revealed in the early 1930 s by the 
numerous bank failures that grew out of the collapse of real estate values 
in that period. Because of the strong objection to commercial bank par- 
ticipation in real estate mortgage finance, national banks before 1914 were 



172 


BANK LOANS AND INVESTMENTS 


prohibited from making mortgage loans. These restraints were later 
moderated to permit loans of one year only on first mortgages of not 
more than 50 per cent of the appraised value of the property. Gradually 
national banks have been permitted to make loans of longer maturities. 

Modern experience has shown that real estate mortgage loans based 
upon improved property may be satisfactorily sound if property values 
sufficiently exceed the amount of the loan. This soundness has been en- 
hanced since the middle 1930’s by the introduction of regular amortization 
of such loans over reasonably long periods and by mortgage insurance 
and guaranty derived from the FHA and VA loans. However, real estate 
mortgage loans, regardless of soundness, are essentially unliquid and 
should be limited to some fraction of the bank’s liabilities that are stable 
in nature. Consequently bank regulations generally put a top limit to 
the aggregate quantity of real estate loans that banks may carry. For 
national banks these limits are set at 70 per cent of time deposits or 100 
per cent of a bank’s capital or surplus, whichever is the larger. But to 
encourage residential construction this limit is not enforced against 
insured loans. 

In addition to holding real estate mortgages for investment, commer- 
cial banks often contribute funds for the mortgage loan market in other 
ways. First, they make short-term loans to mortgage bankers to provide 
funds needed to carry mortgages until they can be placed with perma- 
nent holders. Secondly, the banks sometimes “warehouse” mortgages for 
insurance companies, that is, they purchase and hold mortgages for a 
limited time, with a repurchase agreement by the insurance company at 
the end of the stated period. This arrangement permits the insurance 
company to accumulate funds needed to hold the mortgages permanently. 
Sometimes mortgage bankers who have originated mortgage loans find 
the insurance companies and other regular purchasers lacking in funds. 
They therefore must postpone the taking over of mortgages for a time. 
The mortgage banker may carry the mortgages awaiting final placement 
by warehousing them with commercial banks. 

All commercial banks may now make real estate loans and to an increas- 
ing extent are doing so. They have been spurred on in part by the search 
for profitable outlets for funds derived from the growing volume of 
savings deposits. State banks have long been permitted to make real 
estate loans but, as we have seen, national banks were late in entering 
into the field. Although national banks may now make nonamortized loans 
with maturities of up to five years, limited to 50 per cent of the appraised 
value of the real estate, they also compete effectively in the long-term 
amortized loan field. In addition to making FHA insured loans and loans 
guaranteed by the Veterans Administration, they may now make non- 
insured or conventional loans up to 75 per cent of the appraised value 
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o£ real estate and with maturities of up to twenty years if the principal 
will be fully amortized at maturity. 

In 1963 the real estate loans of commercial banks were:* 


On residential property: 

Insured by FHA 

Guaranteed by the Veterans Adm. 
Conventional, noninsured 
On other nonfarm properties 
On farmland 

Total 

* Federal Reserve Bulletin , July 1963, p. 1297. 


$ 6,627 million 
2,641 “ 

14,568 “ 

9,342 “ 

2,055 " 


$35,233 million 


Security Loans 

In contrast to small city banks that lend mainly to business, agriculture, 
consumers, and to people who want to finance real estate, large city 
banks, especially those of New York and Chicago, actively engage in 
lending to the money market. Essentially, such loans are for the purpose 
of financing the trading and carrying of securities and other financial 
paper of various kinds. These loans, known as security loans, are based 
upon the pledge of financial paper of various kinds ranging from stocks 
and bonds and short-term obligations of corporate enterprises to bankers’ 
acceptances, obligations of state and local government, and the obliga- 
tions of the United States Government. 

Security loans are made to three major classes of borrowers. These are: 

1. Brokers, who execute customers’ orders to buy and sell securities 
and borrow from banks to finance customers’ margin trading. Their in- 
come is derived primarily from brokerage fees, although they may profit 
from the spread between the interest they charge customers and the rate 
at which they borrow at banks. 

2. Dealers in securities, who buy, hold, and sell securities. Their in- 
come is mainly derived from the spread between their buying and sell- 
ing price, although they may gain something by the difference between 
cost of borrowed money and the yield on the securities held. Dealers 
operate mainly in the field of outstanding securities, providing a market 
for sellers of securities and a supply for those who wish to buy. Dealers 
acting as underwriters purchase and carry new security issues. This oc- 
curs in the case of investment bankers who are carrying unsold under- 
written securities of commercial enterprises and local governmental 
bodies, and dealers who buy new issues of the Treasury. In either case, 
funds for carrying the security inventories are largely obtained through 
borrowing at banks. 

3. Customers of banks. These include individuals who borrow from 
their banks to finance their security purchases and holdings. Security 
loans of this kind are classified as loans to “others.” Also, brokers borrow 
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from their banks to finance their “own position,” that is, securities pur- 
chased and held on their own account rather than to finance their cus- 
tomers. 

In their published statements, banks report separately security loans 
to (1) brokers and dealers; and (2) others. The dividing line between 
brokers and dealers is blurred by the fact that brokers borrow to finance 
both the purchases of their customers and their own trading. In trading 
for themselves they resemble dealers. Furthermore, a given firm may act 
as a broker for customers, dealing for them on the stock exchange and 
in the over-the-counter market, while at the same time it acts as a dealer 
in securities. 

Loans to brokers. Brokers, as we noted above, borrow for two sepa- 
rate reasons. First, as brokers they not only buy and sell securities for 
customers, but they also undertake to finance the carrying of securities 
for customers who wish to trade on a margin. In margin trading the 
customer pays part of the purchase price of securities out of his own 
funds and borrows the remainder from his broker. The margin is repre- 
sented by the excess value of securities held in the customer’s account 
over the customer’s indebtedness to the broker. Thus, if securities in the 
account are worth $10,000 and the customer owes $5,000, his margin is 
50 per cent. The minimum amount of such margins that customers are 
required to maintain with their brokers is set by the Board of Governors 
of the Federal Reserve System in Regulation T to exercise control over 
the amount of securities that may be purchased and carried on borrowed 
money. 

To finance their customers’ trading, brokers must borrow from banks. 
Such bank loans to brokers are not subject to regulation as to margin 
requirements, since the advances to customers are already under the 
restraints of Regulation T. However, when banks lend funds to brokers 
to finance the holding of securities for the brokers’ own accounts, the 
case is different. Such loans, when made on ‘listed stocks,” are subject 
to Regulation U of the Board of Governors, which fixes maximum loan 
values for stocks offered as collateral for loans by banks to finance the 
carrying of listed stocks. 5 

Bank loans to brokers may be made on time or on call. Call loans may 
technically be called for repayment by the bank, but call loans to brokers 
tend now to be looked upon as a demand loan to customers with an 
indefinite maturity that enables the borrowers to repay at their own 
convenience. 

Security loans to individual bank customers. Bank loans to individual 


5 Listed stocks are those listed on national security exchanges registered with the 
Securities and Exchange Commission. 
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customers intending to finance the purchase and carrying of listed securi- 
ties also fall under the margin requirements of Regulation U. Banks that 
fail to impose these requirements are in violation of the regulation. 
Evasion in a number of cases was revealed during the sharp decline in 
the stock market in early 1962. Individuals had obtained “nonpurpose” 
loans secured by stock market collateral which they were carrying with 
borrowed funds. Being listed as nonpurpose, these loans provided a way 
to avoid the restrictions of the 70 per cent margin requirements in effect 
at that time. Calls for additional collateral to protect these loans as 
market values in stocks fell revealed that the regulation had been violated. 

Before the stock market collapse in 1929, security loans, made mainly 
to finance security trading on the New York Stock Exchange, reached 
enormous proportions. Brokers' loans rose to about $9 billion. For many 
years before the collapse of 1929, the New York call loan market pro- 
vided the outlet for excess funds for both commercial banks and other 
lenders. Call loans made to customers, through money brokers, and at 
the money desk at the Exchange were used by banks to adjust their 
reserve position and keep fully loaned-up. Whenever lending banks 
needed funds, they called in their loans without hesitation, especially 
their loans to noncustomers. The consequent ebb and flow of excess 
funds into and out of the stock market tended to create sharp changes 
in interest rates and serious disturbances to security prices and trading. 
But the easy money conditions during the Depression and the years after, 
coupled with regulations on security trading, lowered call money rates 
to the point where brokers and dealers have been able to satisfy their 
loan requirements at their own banks. Consequently the call loan desk 
on the Exchange was abolished because of disuse. 

Loans to dealers in securities. Security dealers stand ready to buy 
and sell securities at their quoted prices. Thus they make a market for 
the securities in which they deal. Their profit is derived mainly from 
the difference between their buying and selling price, and because of 
vigorous competition, the spread is generally narrow. The survival and 
earnings of dealers, therefore, depend upon adroit trading, based on skill 
in making market judgments, and upon a large volume of business. 
Dealers, therefore, rely heavily upon borrowed money, which they obtain 
primarily from the commercial banks of New York and Chicago, 

Some dealers are more specialized than others and may concentrate 
their operations in certain types of corporate obligations, state and local 
government securities, or securities of the United States Government. 
Because of the magnitude of the marketable Federal debt (over $203 
billion in 1963), dealers in U.S. Government securities have acquired a 
key position in the money market. Consequently, to understand the 
operations of the money market, including the practices of the com- 
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mercial banks, it is necessary that we give some special attention to these 
dealers in government securities. 


Dealers in US. Government Securities 

The market in U.S. Government securities is maintained by the trading 
activities of a relatively small group of specialized dealers. These dealers, 
with head offices in New York and Chicago, maintain branches in all 
other principal cities of the country. The head office and the branches 
are connected by telephone and teletype services so that each dealer is 
in continuous communication with all important cities. Moreover, dealers 
maintain, through private wires, telephone connection with each other. 

The bulk of the trading in government securities of all types is carried 
on through this network of dealers in the over-the-counter market, that 
is, not through the auctions of the New York Stock Exchange. Whenever 
a bank, a corporate treasurer, an insurance company, the managers of 
pension funds, or individuals wish to purchase or sell government securi- 
ties, orders placed with security companies or brokers are passed on and 
executed through the dealers. 

Each dealer stands ready to purchase government securities offered 
for sale at prices that he considers appropriate in the light of market 
conditions at the moment the transaction is made. The deal is made by 
negotiation between the seller and the dealer and is carried out by tele- 
phone communication. Similarly, when brokers or others have received 
orders to purchase government securities, the purchase is made from the 
dealers at prices arrived at by negotiation. Because of the close com- 
munication maintained among dealers, the market is very sensitive to 
changes in money market conditions. Prices of securities are subject to 
constant change under the impact of sales and purchases. 

Financing the dealer in government securities. In some few instances 
‘‘dealers” are large commercial banks in New York and Chicago. For them, 
of course, no special problem of financing arises. However, the nonbank 
dealers, carrying substantial inventories of securities, must borrow heavily 
on that inventory. A primary source of nonbank dealer funds is the big 
commercial banks of New York and Chicago. Here dealers commonly 
borrow on call. Because the quality of collateral offered is high, such 
loans can normally be had at very favorable rates. Dealers are also able, 
at times, to borrow from other sources. Banks in other cities, corporate 
treasurers, and other large holders of funds temporarily idle sometimes 
lend to their dealers. 

Banks also make advances to dealers for short intervals of time through 
what are known as repurchase agreements . In this case a bank purchases 
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the securities at the going market price and the dealer agrees to repur- 
chase them on or before a given date, paying the price received plus 
an amount equivalent to an interest charge on a loan for the elapsed 
time. This method of providing funds to dealers has the advantage of 
enabling a bank to provide funds to one dealer in amounts greater than 
would be permitted on a straight loan, since legal limits on the size of 
loans to one borrower do not apply. 

The key position of government security dealers in the money market. 
Banks in the important money centers that make call loans to dealers 
look upon these loans on government securities as an ideal outlet for 
excess funds available for very short periods. Consequently, these loans 
are used to adjust banks* reserve positions in much the same manner 
that call loans on the stock exchange were used before 1930. When a 
bank finds itself short of reserves, it calls the loans to dealers. The dealers, 
in turn, must either find accommodations from other lenders or dispose 
of some of their security holdings. Thus they are in a very exposed posi- 
tion in respect to changes in money market conditions. Whenever the 
reserve position of the banks in New York or Chicago becomes tight, 
loans to dealers are called. Furthermore, banks also tend to dispose of 
some of their highly liquid short-term securities, mainly Treasury bills. 
Such action depresses the market price of such securities. Thus, part of 
the burden of the stringency of the commercial banks is passed on to the 
dealers. 

To protect themselves in the face of money market stringency, the 
dealers may do a number of things. First, they may attempt to borrow 
short-term funds from nonbank lenders. Secondly, through their branches 
in other parts of the country, they may seek to sell Treasury bills to banks 
and other investors in areas where funds are plentiful. If the reserve 
shortage is localized in New York City, the discovery of buyers for bills 
in Houston, San Francisco, or Omaha will ease the situation. For example, 
through the telephone communication network maintained by the dealers. 
Treasury bills may be sold to a bank in San Francisco. The proceeds of 
the sale can then be transferred to New York City for the benefit of the 
seller by way of the Federal Reserve leased wire system. In this way a 
San Francisco surplus of bank reserves (called Federal funds because 
they consist of deposits in the Federal Reserve Banks ) is made available 
to ease the situation in New York City. Incidentally, the delivery of 
Treasury bills to the buyers in San Francisco can be arranged through 
the Federal Reserve System. Dealers may surrender to the Federal Re- 
serve Bank of New York the Treasury bills sold to San Francisco buyers. 
Thereupon the Federal Reserve Bank of San Francisco will deliver dupli- 
cate Treasury bills to the buyers in San Francisco. 

At times government security dealers have access to another source 
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of funds at the Federal Reserve Bank of New York. Whenever the tight- 
ness in the money market threatens to reach an undesirable level, the 
Federal Reserve Bank of New York may notify the dealers that they may 
sell Treasury bills to the Reserve Bank at the current market price, under 
an agreement to repurchase within a fifteen-day period. A dealer taking 
advantage of this privilege is expected to repurchase the bills within the 
stated time at the same price plus an amount equal to interest for the 
period. The interest charge is generally equal to the Federal Reserve 
discount rate. This privilege of turning to the Federal Reserve Bank of 
New York for assistance is not a continuous one but is made available 
at the option of the Reserve Bank. 


Legal Regulation Affecting Bank Loans 

Because competition among banks and the self-interest among bankers 
cannot be relied on to insure safe lending policies, the legislation of the 
various states, as well as Congress, have provided regulations governing 
bank loans. There are several reasons for this. First, excessive competition 
once caused the banker to pay high rates of interest on deposits, which 
in turn stimulated the making of dangerous but high-interest-bearing 
loans and investments. Secondly, our unit banking system has brought 
more personal contact between customer and banker than is likely to 
exist in the larger and more impersonally managed branch banks of other 
countries. Hence there is greater danger of granting personal favors to 
friends, whether warranted or not. Thirdly, our American banking tradi- 
tions and methods have developed along the lines of American business. 
The banker is a businessman, and as such normally sees no reason why 
the funds of the bank should not be at his disposal. In other words, a 
well-defined professional attitude among American bankers has some- 
times been lacking. 

For various reasons, then, it has seemed necessary to attempt control 
from the outside. The effort is frequently of little effect because of evasion, 
and because to some extent control has been misguided. It is next to 
impossible to supervise the banks in such a manner as to prevent viola- 
tions of the law, as is evidenced by the not infrequent discovery of 
violations that have been going on for years before bank failures. More- 
over, when violations are discovered, the examiners and supervisory 
authorities sometimes fail to take adequate and prompt measures to 
terminate them. Yet, it must be said that the great majority of bankers 
attempt to obey the law and that the legal regulations seriously influence 
the make-up of bank portfolios. 

Limits on loans to one borrower. Perhaps the most common form of 
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regulation of bank loans deals with the size of the loans that a bank is 
permitted to make to any one borrower. The purpose of such regulation 
is in part, at least, to insure some degree of diversification among the 
bank's loans. When enforced, it tends to give diversification to individual 
borrowers, although it quite obviously fails to insure diversification 
among industries or territories, which is of almost equal importance. 
Further, it is sometimes said that the rules limiting the size of individual 
loans are designed to insure that the lending capacity of banks is not 
monopolized by a few borrowers but is made available for the com- 
munity at large. Whatever the purpose behind such regulations, they 
are universally found in American banking laws. 

The limitations placed upon the loans of banks to one individual or 
firm may best be illustrated by the National Banking Act. A national 
bank may lend to any one borrower (including, in the case of partner- 
ships, the obligations of any partner, and, in the case of corporations, all 
subsidiaries in which the corporation has a controlling interest) not 
more than 10 per cent of its capital and surplus. To this limitation there 
have been grafted exceptions which ease the burden of the 10 per cent 
rule. Excepted altogether are all forms of commercial paper (notes, 
acceptances, and the like) endorsed by the borrower and offered for 
discount at the bank. In addition, the rule is modified to permit added 
amounts to be lent to one borrower when he pledges certain types of 
collateral. For example, when a borrower pledges U.S. Government 
obligations as collateral, a bank may lend to one borrower an additional 
15 per cent of its capital and surplus, making 25 per cent in all. In addi- 
tion, to facilitate bank loans to government security dealers or to the 
Federal funds markets, a bank may lend an additional 75 per cent of its 
capital and surplus, making 100 per cent in all if the borrower pledges 
U.S. Government securities of not over eighteen months’ maturity. 

The 10 per cent rule makes difficult the position of the small bank, 
which may be unable to hold the business of the large firms of its com- 
munity. The existence of the rule, however, encourages banks to expand 
their capital accounts and, at times, has been a factor in inducing the 
merger of banks. 

Loans on a bank’s own stock. National banks, like state banks, are 
prohibited from making loans on the security of their own shares of stock. 
Were this not the rule, there would be the constant danger that stock- 
holders might borrow from the bank the equity they are supposed to 
have contributed for the protection of the depositors. Such a result would 
be similar to the effects of the common practice in the early days of bank- 
ing when stockholders paid for their stock subscription with their promis- 
sory notes. 

Loans to executive officers. Because officers of banks appeared to 
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have borrowed excessively from their banks during and after the stock 
market boom of 1928-1929, the Federal Reserve Act was amended to fix 
a $2,500 maximum limit on the amount that an executive officer of a 
member bank can borrow from his own bank. Furthermore, whenever 
an officer of a member bank borrows from any other bank he must make 
a written report of such borrowings to his board of directors. 

Classification of loans by examiners. Bank examiners must check on 
the observance of the law and regulations set up by the supervisory 
authorities. They also have the duty of checking on the quality of the 
loan portfolio. They tend to follow a uniform practice of classifying loans 
into four groups: 

1. Loans whose repayment appears assured , regardless of original ma- 
turity, and hence free from criticism. 

2. Substandard loans, involving a substantial and unreasonable risk, 
and requiring special attention by the bank. 

3. Loans whose collection is considered doubtful. Fifty per cent of 
such loans must be written off in calculating the bank's net sound capital. 

4. Uncollectible loans that must be entirely written off as a loss. 

The legal regulations governing the loan activities of banks are sup- 
plemented by numerous administrative regulations. The responsibility 
for enforcement rests upon the bank examiners and the supervisory 
authorities under whose direction they work. Regulations sometimes 
appear excessively severe and at other times too lax. And, even though 
compliance by bankers is sometimes less than perfect, one cannot doubt 
that banking practices and bank development have been profoundly 
influenced by the controls imposed upon them. 


Questions for Study 


1. How important to farmers are the agricultural loans made by banks? To 
what extent do these loans appear to meet the need of farmers for middle- 
term credit? 

2. Why have commercial banks entered the field of consumer financing? 

3. If a bank lends $100 to a consumer who is to repay $106 in twelve 
monthly installments, approximately what is the actual interest cost as a 
per cent of the average amount of money that the borrower has during 
the year? 

4. To what extent do you think that bank consumer credit acts as a substi- 
tute for commercial borrowing by business? 

5. Before 1936 most real estate mortgage loans made by banks were for from 
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one to five years. What is gained by present-day, longer-term amortized 
housing loans in the way of: (a) protection for the borrower; and (b) 
protection for the bank lender? 

6. What is mortgage warehousing? 

7. Who are the important borrowers on security loans? 

8. What are margin requirements? To what loans do they apply? 

9. How does the nonbank dealer in U.S. securities finance his inventory? What 
are repurchase agreements? With whom are they made? 

10. Why are bank loans heavily regulated? What is the 10 per cent rule ap- 
plied to bank loans to one borrower? 



chapter thirteen 


BANK INVESTMENTS 


Bank investments comprise over 35 per cent of the total earning assets 
of commercial banks. This means that investments, mainly government 
obligations, provide the asset base for a substantial part of our checking 
account money supply. It also indicates the substantial dependence of 
banks upon the revenue derived from their security holdings. A picture 
of the general nature of commercial bank investments appears in Table 
13.1. 

Why banks invest in securities. There are a number of good reasons 
for banks to invest in securities. First, U.S. Government securities are the 
major source of bank liquidity. Treasury bills, certificates of indebtedness, 
and longer-term obligations approaching maturity make up the main 
reliance of banks needing immediate funds. Because of nearness to 
maturity they can be sold readily with negligible capital loss, and at 
maturity they provide a certain source of funds. Furthermore, all classes 
of U.S. obligations may be used as collateral for member bank borrowing 
at the Federal Reserve Banks and, in times of active demand for loans, 
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Table 13.1 

Investments of Insured Commercial Banks, December 28, 1962 
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Obligations of the U.S. Government: 
Treasury bills 
Certificates 
Treasury notes 

Maturing in 1 year or less 
Maturing in 1-5 years 
U.S. nonmarketable bonds 
Marketable U.S. bonds: 

Maturing in 1 year or less 
Maturing in 1-5 years 
Maturing in 5-10 years 
Maturing after 10 years 
Obligations guaranteed by the U.S. 

Total U.S. obligations 
Other securities: 

Obligations of states and subdivisions 
Nonguaranteed obligations of 
Federal agencies 

Other bonds, notes, and debentures 
Federal Reserve bank stock 
Other corporate stock 

Total other securities 
Total securities 


$11,570,253,000 

3.917.424.000 

5.199.158.000 

18.518.818.000 

303.366.000 

2.253.167.000 

11.332.096.000 

11.967.665.000 

768.599.000 

135.760.000 


$65,966,306,000 


$24,582,904,000 

2,870,165,000 

804.088.000 

465.705.000 

223.312.000 


$28,946,174,000 


$94,912,480,000 


* Report of Assets, Liabilities , and Capital Accounts— Commercial and Mutual 
Savings Banks (Washington, D.C.: Federal Deposit Insurance Corporation, De- 
cember 30, 1962). 


banks often sell longer-term securities at a loss in order to get loan funds. 

Secondly, during business depressions, banks purchase government 
securities to fill the gaps left by falling loans and to utilize funds that 
may have been created by contracyclical action of the central bank. 
Because banks quite generally tend to expand their security holdings 
during depressions when interest rates are low and sell securities to 
obtain loan funds during periods of prosperity when interest rates are 
higher, they tend always to be on the wrong side of the market. Never- 
theless the purchase of short-maturing securities provides income other- 
wise lost and at the same time provides protection against serious capital 
losses. 

Thirdly, U.S. Government securities provide a solid component of 
bank earning assets, free from credit risk. At the same time they provide 
assets eligible to be pledged with the Treasury to secure Treasury de- 
posits with the banks. 
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Finally, securities of states and their governmental subdivisions are 
an attractive source of bank earnings. High-grade municipal securities 
may yield over 3 per cent per year interest. Because this interest income 
is exempt from Federal income tax, a 3 per cent yield is the equivalent 
of a little over 6 per cent in terms of taxable income from loans. Although 
these securities contribute little to banks' liquidity, they have been 
vigorously sought for as bank investments and in 1963 constituted about 
one-fourth of total investments of banks. An additional attraction has 
been the privilege that banks have of underwriting new issues of such 
securities. 

Before 1930 investments in securities were quantitatively of moderate 
importance among bank earning assets. The Great Depression of the 
1930's and World War II that followed resulted in an enormous expan- 
sion of the supply of U.S. securities. Banks came to rely on them as a 
source of both liquidity and earnings. 

The stabilizing influence of bank investments upon the volume of 
money. The rising importance of United States securities among the 
earning assets of commercial banks has had a stabilizing influence upon 
the supply of bank-created money. This arises from the fact that in times 
of depression banks replace shrinking loans with such securities and 
dispose of these securities to obtain funds for expanding loans in times 
of prosperity. Consequently, the perverse changes in bank-created money 
that tend to accompany business fluctuations are to a considerable degree 
avoided. This does not mean, of course, that money arising out of the 
purchase of securities will be pushed into the income stream so as to 
replace entirely the money withdrawn by loan reductions. Money in the 
hands of the sellers of securities bought by the banks must await new 
investment before it can bolster the income flow. But it does serve the 
very useful purpose of helping to satisfy the public's growing demand for 
liquidity, which accompanies depression. 

Legal regulation of bank investments. The law governing the invest- 
ments of national banks and the regulations of the Comptroller of the 
Currency based thereon apply also to the investments of state bank 
members of the Federal Reserve System. State banks also must obey any 
regulations of their own state banking authorities whenever they are 
more restrictive than the rules governing national banks. A brief sum- 
mary of the investment regulations applicable to Federal Reserve mem- 
ber banks will provide a representative example of all such regulations. 

In general, member banks are not allowed to: 

1. Underwrite new corporate security issues 

2. Purchase corporate stocks 

3. Invest in the obligations of any one issuer an amount greater than 
10 per cent of the banks capital and smplus 
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To these general prohibitions there are some exceptions: 

1. The 10 per cent limit does not apply to bank purchases of obliga- 
tions of: 

a) The U.S. Government 

b) Any State or political subdivision thereof 

c) Federal Land Banks, Federal Home Loan Banks, and the Fed- 
eral Housing Administration when guaranteed by the United 
States Government 

2. Banks may invest in corporate stock of: 

a) The Federal Reserve Banks, as required for membership 

b) Corporations conducting a safe-depusit business. (Not more 
than 15 per cent of the bank's capital and surplus.) 

c) An affiliate solely engaged in holding the banking premises. 
Without permission from the Comptroller of the Currency or 
the Board of Governors, this cannot amount to more than 100 
per cent of the bank's capital. 

d) Certain affiliates, such as foreign banking corporations and na- 
tional agricultural credit associations, in which national banks 
are allowed to invest up to 10 per cent of their capital and 
surplus 

e) Small business investment companies in an amount of not over 
1 per cent of the bank's capital and surplus 

On the positive side, member banks are permitted to purchase and 
hold on their own account obligations classified as investment securities . 
The Comptroller of the Currency has issued regulations defining invest- 
ment securities. In general they must be marketable with reasonable 
promptness at a fair price, and must not be “distinctly or predominantly 
speculative” or in default. 1 

Valuation of investment portfolios. Before and during the early stages 
of the depression of the 1930’s, examiners customarily required banks to 
follow the time-honored accounting rule for inventory valuation: “cost 
or market, whichever is the lower.” The sharp decline in market value 
of all securities, both good and bad, during the liquidity crisis of 1930- 
1933 threatened the solvency of banks holding sound securities, because 
of the necessity of writing them off to market value. The recognition of 
this problem led to the making of a new rule. As it now stands the rule 
governing national banks provides that examiners shall classify all securi- 
ties owned by banks into four groups: 

Group I consists of securities in which “the investment characteristics 
are not distinctly or predominantly speculative.” This group includes 


1 The basic regulation covering this appears in the Federal Reserve Bulletin , August 
1957, pp. 912-913. The Comptroller has specifically mentioned the obligations of the 
International Bank as eligible for purchase as investment securities, and Congress has 
similarly specified the obligations of the Central Bank for Cooperatives. The statement 
‘not distinctly or predominantly speculative” permits banks to purchase securities that 
fall within the first four upper classifications of most security rating agencies. 
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rated securities falling into the four highest rating grades (for example, 
Aaa, Aa, A, Baa, according to one method) and unrated securities of 
equivalent value. 

Group II consists of securities in which the “investment characteristics 
are distinctly or predominantly speculative.” This class includes securi- 
ties, not in default, rated below the four highest grades or their equiva- 
lent in unrated securities. 

Group III consists of securities (bonds) in default. 

Group IV consists of corporate stocks. 

Securities in Group I are to he evaluated at cost, with neither ap- 
preciation nor depreciation shown on the examiner’s reports. Moreover, 
appreciation and depreciation of such securities will be disregarded in 
computing a bank’s net sound capital. Thus, so long as a bank’s securi- 
ties remain within the classification of investment securities, no question 
of inventory losses need arise unless an actual loss is realized through 
sale. 

Securities in Group II are valued at their market price, and 50 per 
cent of any net depreciation so calculated must be deducted in comput- 
ing the bank’s net sound capital. 

Net depreciation in securities classified in Groups III and IV must 
promptly be written off as losses. Such securities must be carried at 
market value. 

Premiums paid when securities are purchased must be amortized so 
as to be written off at maturity. 

Until losses have been written off and adequate reserves established, 
profits from the sale of securities may not be used for any other purpose. 

The latest regulations governing the evaluation of securities relieves 
the banks of the danger of loss due to a fall in capital value of high-grade 
bonds so long as they are not actually liquidated in the market. To the 
extent that the long-term investments are protected by an adequate 
margin of short-maturing securities not subject to capital loss with 
changes in interest rates, the banks are now in no danger of suffering any 
serious loss from the purchase of long-term securities. This point is 
especially important now when securities (largely governments) com- 
prise such a large fraction of bank earning assets. The distribution of 
maturities of securities held by the banks, therefore, takes on considerable 
significance. 

Risks of bank investments. Like any extension of credit, a bank’s in- 
vestment portfolio presents certain risks. These risks are of two sorts. 
First, there is the credit risk arising from the default, threatened or 
actual, on the part of the issuer of the security. The market’s estimate 
of this risk is reflected in the market price and, as we observed earlier, 
banks are required to write off only one-half of the loss in market value 
of any speculative obligations held, so long as default has not actually 
occurred. The second risk related to the investment portfolio results from 
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the effect of changes in the market rate of interest upon the price of 
high-grade bonds. An increase in the market rate of interest reflects the 
insistence of lenders on a higher annual yield. When buying old, out- 
standing securities bearing a fixed rate of return, investors can r ealiz e 
this higher yield only by paying a lower price for the security itself. When 
investors take the contrary view and are willing, if necessary, to take a 
lower yield, they bid the price of securities up. 

The changes in the price of securities that accompany changes in the 
market rate of interest may readily be observed in the data appearing 
in Table 13.2. 


Table 13.2 

Changes in Prices of Long-term, High-grade Bonds, with Accompanying Yields * 


U.S. Government Bonds 
(20 years or more ) 



Price 

Yield 

1956 (Average) 

98.91 

3,08 

1957 (Average) 

93.24 

3.47 

1958 (June) 

97.17 

3.19 

1959 (June) 

85.16 

4.09 

1960 (June) 

86.50 

3.99 

1961 (June) 

87.83 

3.88 


* From data appearing in the Federal Reserve Bulletin. 


Banks need take no “paper loss” from the decline in market price of 
investment securities that they hold. All they need do to avoid loss, there- 
fore, is to continue to hold them until maturity, when they will pre- 
sumably be paid at par. Only if they sell while the market price is low 
will they suffer any actual loss from a rise in interest rates. Consequently, 
to avoid the necessity of selling securities in a falling market, banks need 
only carry a sufficient cushion of short-maturing paper that may readily 
be liquidated without noticeable loss. Banks now fortify themselves 
against cash drains by carrying U.S. Treasury bills (three to twelve 
months) and U.S. Treasury certificates of indebtedness (nine to twelve 
months). Also, Treasury notes (three to five years), as they approach 
maturity, can be liquidated without loss. The extent of the banks protec- 
tion against the possible necessity of selling long-term bonds at a loss 
in a falling market is shown in Table 13.3. 

Altogether, of the government securities held by banks, amounting to 
over $55 billion, about 30 per cent had a maturity of less than one year. 
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Table 13.3 


Short and Medium Term U.S. Government Securities Held 
by Commercial Banks, May 31, 1963 * 


Maturing within 1 year $15,863 million 

Maturing in 1-5 years 25,696 

* Federal Reserve Bulletin , July 1963, p. 981. 


Bank Earnings from Loans and Investments 

Table 13.4 shows the rate of earnings on loans and on investments 
and the contribution of each to the total earnings of insured commercial 
banks. 


Table 13.4 

Earnings of insured Commercial Banks on Loans and Investments * 


Percentage of Total 
Rate of Earnings Earnings Received 



Loans 

Investments 

Loans 

Investments 

1943 

3.85% 


1.52% 

36.0 

43.9 

1944 

3.44 


1.49 

31.5 

49.2 

1945 

3.09 


1.46 

29.2 

52.3 

1946 

3.43 


1.56 

33.2 

48.7 

1947 

3.79 


1.60 

41.3 

40.6 

1948 

4.04 


1.64 

47.0 

35.1 

1949 

4.22 


1.68 

48.9 

33.7 

1950 

4.34 


1.66 

51.0 

31.5 

1951 

4.45 


1.71 

55. 

28.0 

1952 

4.64 


1.84 

56.4 

27.9 

1953 

4.84 


2.01 

57.5 

27.4 

1954 

4.79 


2.01 

56.5 

27.6 

1955 

4.88 


2.10 

57.9 

26.4 



U.S . 

Other 





Obligations securities 



1956 

5.11 

2.31 

2.29 

61.0 

23.7 

1957 

5.42 

2.52 

2.47 

61.6 

23.0 

1958 

5.37 

2.48 

2.61 

60.4 

24.0 

1959 

5.75 

2.80 

2.69 

61.7 

23.5 

1960 

5.96 

3.10 

2.88 

63.4 

22.0 

1961 

5.94 

3.08 

2.90 

63.3 

22.8 

1962 

6.04 

3.24 

2.95 

63.1 

23.3 


** Annual Report of the Federal Deposit Insurance Corporation , 1960, p. 179; and 
1962, p. 144. 
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Three things stand out clearly in Table 13.4. First is the downtrend 
of the rate of earnings on both loans and investments during the war and 
the gradual rise thereafter. This reflects the cheap money policy of the 
war period and a modest retreat from it beginning in 1948. Secondly, 
investments consistently yield a lower rate than loans. This reflects the 
overwhelming proportion of U.S. Government securities, a large part of 
which were of short maturity and tax-exempt state, county, and mu- 
nicipal securities. Thirdly, during the war and the first year thereafter, 
security investments in spite of their lower yield greatly outstripped loans 
as a source of bank earnings. Since 1947 the growth of bank loans, with 
their superior earning rates, and the reduction of security holdings has 
pushed total earnings from loans far above those from investments. 


Questions for Study 


1. In view of the important place of government securities among bank earn- 
ing assets, if the Treasury were to embark on a program of retiring bank- 
held debt, what would be the consequences on: 

a) the reserve position of the banks? 

b) the supply of money? 

c) the quality of bank assets and bank solvency? 

2. Account for the marked increase in the absolute and relative importance of 
government securities during the 1930’s? The 1940's? 

3. Examine Table 13.1 and you will see that the obligations of state and local 
governments comprise about one-fourth of insured bank investments. Why 
are these investments so attractive to banks? Do they make a contribution 
to bank liquidity? 

4. The rules governing Federal Reserve member bank investments are those 
established by the Comptroller of the Currency for national banks. 

a) What kind of securities may member banks purchase and hold? Un- 
derwrite? 

b) To what limited extent may they purchase stocks? 

c) If a banks security holdings fall in market price, what will be the 
effect on its net sound capital? 

5. What are the four groups into which the security holdings of banks are 
classified? What method of valuation applies to each? 

6. Why must banks carry a substantial volume of short-term securities? 

7. How do you account for the difference in return made by banks on loans 
and on security investments? 
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Requirements of a bank’s portfolio. We have considered the various 
forms that a bank’s earning assets may take. These earning assets, as they 
actually exist in any given bank, make up its portfolio. The portfolio must 
be arranged with three distinct considerations in mind: (1) liquidity; 
(2) solvency; and (3) earnings. Without liquidity, the bank cannot 
operate and meet depositors’ demands. Without solvency, it must ulti- 
mately fail, with subsequent losses realized by the stockholders and 
probably by the depositors. Finally, without earnings, the banking op- 
erations cannot be carried on by private enterprise. 

It is apparent that these three essential requirements placed upon the 
bank portfolio are not altogether in harmony. True, liquidity implies 
short-run solvency, to say the least, but it varies inversely with the 
earning power of assets. Likewise, it is possible to achieve ultimate 
solvency without liquidity, as is illustrated by the well-secured real estate 
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loan. Finally, earnings are sometimes sought at the expense of both 
liquidity and solvency. It is evident that earnings, essential as they are, 
must at all times be made secondary to the requisite liquidity and the 
solvency of the bank. This must not be construed to mean that bankers 
should only make completely riskless loans or investments. Such an 
attitude would be too rigorous for business, which cannot provide abso- 
lute security for its borrowing. But any margin of speculation in the 
portfolio should be amply covered by the stockholders’ equity. 

Obviously, liquidity is the first consideration in organizing the portfolio. 
Without adequate provision for this, the bank faces certain extinction 
when the pressure of deposit withdrawals is met. But to maintain exces- 
sive liquidity is to sacrifice earnings. It is clear that a bank should carry 
liquid assets in amount sufficient to meet: (1) the seasonal demands of 
depositors, which can be forecast in the light of experience; (2) the 
cyclical variations in deposits; and (3) the legitimate expectations of 
customers for normal loan accommodation. 1 It should also take measures 
to increase the liquidity of the portfolio during times of boom or exces- 
sive prosperity. A banks cash or primary reserve and its “secondary” 
reserve are relied upon to provide liquidity. After the necessary liquidity 
has been provided, the remainder of the banks portfolio may be arranged 
with an eye to solvency and earnings only. Naturally, the particular kind 
of assets used will depend to a large extent upon the type available. 

Secondary Reserves 

Relation of primary to secondary reserves. The primary reserves of 
a bank consist of cash on hand and demand deposits in other banks, 
which are equivalent to cash. The relation of these reserves to the bank’s 
deposits has already been considered in Chapter 10. 

The primary reserves of banks, whether required by law or carried 
by the banker by his own choice, must meet the immediate net with- 
drawals of deposits as they develop from day to day. Because such cash 
reserves are normally meant to meet only immediate needs, it is necessary 
that banks be prepared to convert some of their earning assets into cash 
whenever the cash reserves fall below the level dictated by sound judg- 
ment or the law. Seasonal and irregular changes in depositors’ and local 
borrowers’ requirements may put heavy pressure on a bank’s cash posi- 

i Some writers distinguish between protective liquidity requirements needed to 
meet anticipated deposit withdrawals and loan liquidity requirements needed to meet 
customers' loan demands. The first is more urgent than the second because the bank 
has the option of refusing to make a new loan but has no such option in respect to the 
paying of deposits. Cf. Roger A. Lyon, Investment Portfolio Management in the Com- 
mercial Bank (Rutgers University Press, New Brunswick, N.J.), 1960. 
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tion. To meet this, the bank must carry excessive reserves in the slack 
season (obviously an uneconomical procedure), be prepared to borrow, 
or carry highly liquid earning assets that can be readily disposed of with- 
out loss. Such assets are called secondary reserves. 

Banks commonly depend upon all three of the above-mentioned 
sources to enable them to meet their liquidity needs. Country banks 
depend to a considerable degree upon cash reserves in excess of legal 
requirements to meet part of their irregular cash drains. Part of such 
reserves may be carried as working reserves on deposit with city corre- 
spondents. By using these, the country banks shift the burden of obtain- 
ing cash to the city banks. The city banks, especially those in the central 
money markets, tend to keep themselves loaned-up to the maximum 
limit. They depend upon borrowing from other city banks or the Fed- 
eral Reserve Banks whenever a reserve shortage appears likely to be 
temporary. They dispose of part of their secondary reserve when the 
shortage of cash promises to be for a longer period. 

Why, one may ask, are secondary reserves needed? Member banks 
may borrow at the Federal Reserve Banks and nonmember banks may 
borrow from their city correspondent banks. Banks can and do borrow 
to tide themselves over periods of cash shortage rather than dispose of 
their secondary reserve assets. There are a number of good reasons, how- 
ever, why banks should maintain a substantial quantity of secondary 
reserves even though they have recourse to borrowing. In the first place, 
banks prefer not to become exposed to the possibility of having to borrow 
continuously in order to care for the needs of their local customers. Al- 
though deposits are a form of debt, they are quite different in the minds 
of both the banker and the examiners from “bills payable,” which must 
be paid or renewed when due. Renewals of loans from the Federal Re- 
serve Banks and from city correspondents may prove difficult. Perhaps 
an equally important reason for not wanting to depend upon borrowing 
is the fact that there is a common rule that, except for borrowings at the 
Federal Reserve Bank, banks cannot become indebted by an amount in 
excess of their own capital stock. Banks, therefore, have a genuine need 
for a cushion of liquid assets of which they may dispose whenever a 
shortage of cash proves to be more than temporary. 

A second reason for the need for secondary reserves is found in the 
Federal Reserve rule against continuous borrowing. This rule reduces 
the attractiveness of member bank borrowing for more than temporary 
purposes. It is fortified by the knowledge that the Federal Reserve Banks, 
while ready to assist in emergency or seasonal needs, are entirely capable 
of refusing to renew advances to member banks when they mature. 

Size of secondary reserves. The relative size of a bank’s secondary 
reserve depends upon a variety of circumstances. Primarily, the nature of 
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the bank’s business, the diversification of deposits, and the seasonal 
variations in cash requirements all determine the volume of highly liquid 
assets required by any individual bank. An analysis of the average sea- 
sonal behavior of large deposits over a period of years may aid in estab- 
lishing a basis for forecasting the relative size of cash drains to be ex- 
pected from their withdrawal. Smaller accounts, being more numerous, 
tend to be more stable. Included among large accounts requiring attention 
are bankers’ deposits, large corporation balances, time certificates of 
deposit, and governmental deposits both of Federal and of state agencies. 

In addition to the minimum requirements indicated by experience, the 
conservative banker must necessarily allow for unusual, unpredictable 
needs. Local or general depression in business often tends to set up a 
heavy adverse trade balance for a given area, which then experiences 
heavy drains of cash out of the banks located therein. A loss of confidence 
in banks, growing out of business and bank failures, may also create 
trouble. Since such needs are more likely to arise at the culmination of 
periods of prosperity or boom, it would seem desirable that particular 
care be taken to maintain a high proportion of liquid assets at such times. 

One sound suggestion for estimating the needed volume of secondary 
reserves is based upon the expected behavior of both the bank s deposits 
and its local loans. Thus, when experience indicates that deposits will 
shrink at the same time that the demands of local borrowers increase, the 
shrinkage of deposits plus the increase in local loans gives the probable 
cash loss during the period. In the unlikely event that local loans decline 
while deposits fall off, the repayment of loans provides funds to meet 
the deposit shrinkage. In estimating probable needs for secondary re- 
serves, local loans should be included for the reason that local borrowers 
must be accommodated if the bank is to maintain its position in the com- 
munity, and loans, when spent by borrowers, tend to induce a loss of 
cash to other banks. In computing the cash drain to be expected from 
deposit withdrawals, an offset allowance can be made for the accompany- 
ing decline in required reserves, which releases cash. 

Composition of secondary reserves. Before the present-day abun- 
dance of short-term Treasury obligations, banks were dependent mainly 
upon three types of assets for secondary reserves. These were: (1) open 
market commercial paper, available in varying sizes and maturities to fit 
the needs of individual banks; (2) bankers’ acceptances, of high quality 
and readily convertible into cash at maturity or by sale to the Federal 
Reserve Banks before maturity; and (3) call loans on the New York 
Stock Exchange. Today none of these three is an important source of 
bank liquidity. Open market paper and bankers’ acceptances are entirely 
inadequate in quantity to be of any significant benefit. Stock exchange 
security loans are no longer used by banks to provide outlets for surplus 
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funds . 2 Consequently, bank secondary reserves today are predominantly 
composed of short-maturing Treasury obligations. These Treasury obliga- 
tions can be converted into cash by being allowed to ‘run off” at maturity, 
that is, paid by the Treasury, or by sale to other banks and investors. In 
addition they may be used as collateral for loans from the Federal Reserve 
Bank. Because of the large holdings of short-term Treasury obligations, 
the American banks since the war have been in a more liquid position 
than at any time in their history. Consequently they are much better 
fortified than ever before to withstand the shock of a severe depression. 
Without such assets available for secondary reserves, the liquidity prob- 
lems of the banks would indeed be serious . 3 

Arrangement and Composition of Earning Assets 

The first requirement for a proper arrangement of bank earning assets 
is provision for a suitable amount of short-term, highly liquid assets that 
qualify for secondary reserve use. After this, within the limits set by 
legal regulations and by availability, the banker may follow his own 
conscience in the arrangement and proportions of his earning assets. His 
preferences will normally lean toward his customers’ loans. Such loans 
not only provide strong and valuable ties with the business community 
but also, on the average, tend to yield a higher level of earnings than do 
investments. Yet the banker may find that high-grade investments, in 
the form of long-term U.S. Treasury obligations and tax-exempt obliga- 
tions of States and the subdivisions thereof, comprise a very desirable and 
necessary part of his bank’s earning assets. There are several reasons for 
this statement. First, as we know, banks purchase high-grade securities 
to utilize idle funds. During depressions this is a common occurrence. 
Furthermore, when banks suddenly acquire excess reserves because of 
central bank actions or the inflow of gold, they normally purchase short- 
term government obligations while waiting for the development of 
appropriate loan outlets. Secondly, substantial holdings of government 
securities (beyond secondary reserve needs) serve the useful function of 
backstopping the portfolio with earning assets that are free from credit 
risk. This is important when the ratio of loans to total assets rises to the 


2 Large city banks make some use of call loans to dealers in U.S. Government 
securities as a means of adjusting their reserve position. 

3 The holdings of these short-maturing obligations for secondary reserves provide, 
for a price, protection against the possibility of losses from forced liquidation of other 
bank assets. Highly liquid assets normally earn less than do the less liquid assets. Sec- 
ondary reserves are a kind of insurance against uncertainty and risk of losses from 
liquidation of other assets. The premium for this insurance is the reduction in earnings 
from carrying secondary reserves. 



THE BANK'S PORTFOLIO 


195 


point where bank examiners begin to question the adequacy of the capi- 
tal-risk asset ratio. In addition, banks wishing to hold government de- 
posits (both U.S. Treasury and state) must be prepared to pledge govern- 
ment securities as protection. Such securities, of course, must be over 
and above those held as secondary reserve. Thirdly, bonds issued by 
states and subdivisions thereof are highly prized by banks as an outlet 
for funds received from savings and time deposits. As was explained in 
Chapter 13, the tax-exempt income from such securities make them attrac- 
tive in spite of limited marketability. 

After adequate provision has been made for secondary reserves, the 
actual decision between loans and investments cannot be reached by 
any simple rule. The proportion of each will reflect (1) the urgency 
of the demand for accommodation (as in the case when a Treasury 
deficit requires recourse to banks); (2) the current availability of suit- 
able loans and securities appropriate for investment; (3) the profit 
margin from each; and (4) the individual preferences of the bankers. 
At the end of World War II the belief was sometimes expressed that 
bankers were so satisfied with the profitable and effortless process of 
carrying government securities that they no longer could be counted on 
to make loans to finance business when the need again arose. As we 
know now, this opinion proved unfounded. Bank loan portfolios expanded 
substantially in response to the postwar demand for loans. 

Types of bank loans. Quite naturally the loans of a particular bank 
reflect the nature of the community it serves. Security loans are highly 
concentrated in the financial centers; agricultural loans are made mainly 
by country banks. Among city banks we find a wide array of loans to 
business and industry. In the smaller cities real estate loans are important, 
but they are of less importance in the big banks of Chicago and New 
York. 

Irrespective of the particular types of loans made, bankers establish 
some credit standard by which to judge the loan applications of particu- 
lar borrowers. Unless a loan appears to be sufficiently sound it will not 
be made. Although the banker must strike a balance between perfect 
security and practical business, he will not feel justified in making a loan 
without reasonable certainty that it is sound and can be paid at maturity. 
These loan standards, while in themselves relatively stable, result in 
considerable variation in bankers’ willingness to lend. For example, when 
times are good, business profits high, and the feel of prosperity is in the 
air, the bankers’ opinions of prospective and actual borrowers are favor- 
able and tend to be revised upward. Loans tend to be favored even at 
the expense of existing investment holdings, if the latter can be disposed 
of without excessive losses. On the other hand, when times are bad and 
profit prospects worsen, bank loans become more hazardous and bankers 
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tend to scrutinize more carefully the credit position of loan applicants. 
Consequently, banks tend to reduce their lending at such times. 

Bankers' attitudes toward loan applicants are also affected by the 
degree of “tightness” or “easiness” in the money market. When reserves 
are scarce, banks must either borrow or sell some of their liquid assets in 
order to obtain funds to expand loans. Both borrowing and parting with 
secondary reserves reduce somewhat the attractiveness of expanding 
loans and induce bankers to ration out their limited loan funds to the 
most worthy applicants. The result is some tightening of loan standards 
as a way of selecting the borrowers who will be accommodated. Con- 
versely, easy money and abundant reserves tend to cause the bankers to 
lend to borrowers who would be refused loan accommodation if money 
were tight. 

The investment portfolio. In addition to short-term Treasury obliga- 
tions held for secondary reserve purposes, bankers must determine the 
size and composition of their investment portfolios. So far as the total 
amount of investments is concerned, bankers may merely decide to invest 
the residual funds left after caring for sound loan requirements. Or they 
may try to maintain some balanced ratio between loan accounts and 
investments. As for type, some bankers prefer to limit themselves mainly 
to the purchase of Treasury obligations, with their absence of credit risk. 
Others, seeking tax-exempt returns, invest also in obligations of states and 
their political subdivisions. Some seek better investment returns by the 
purchase of bonds of private corporations. Decisions as to the distribu- 
tion of investments among the various types must rest with the managers 
of banks and cannot be determined by any given rule. 

Even though a bank may have established what is considered an 
adequate secondary reserve, it may still find it desirable temporarily to 
invest newly received funds in short-term Treasury obligations. This 
enables the bank to obtain modest earnings while awaiting the final- or 
longer-term use of the funds involved. Loan portfolios cannot be ex- 
panded immediately, for time is required to process applications. Also, 
should the bank intend to invest funds in long-term securities, some 
delay may be involved in making decisions and executing orders. Even 
more important, perhaps, is the possibility that the banker believes that 
interest rates are about to rise and cause bond prices to fall. In such a case 
it is desirable to purchase short-term securities while awaiting anticipated 
changes in interest rates. If bankers' convictions that interest rates are 
about to rise are strong enough, long-term securities may be sold and 
replaced with short terms in order to be in a position to repurchase long- 
term obligations after they have become cheaper. 

Just as the accumulation of new reserve funds causes banks to step up 
their short-term holdings, so a shrinkage of reserves induces a reverse 
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action. The disposal of secondary reserve assets, however, tends to set 
in motion the gradual and orderly readjustment of the general portfolio 
so that the desired balance between liquid and general earning assets is 
restored. 

Cyclical shifts in proportion of securities to total earning assets. As 
we have already seen, bankers tend to utilize U.S. securities as an outlet 
for idle loan funds. During depressions, as idle funds appear, bank 
purchases of securities serve the double purpose of maintaining bank 
earnings and of offsetting the monetary shrinkage arising from the 
liquidation of bank loans. Moreover, during depression periods the 
central bank will normally attempt to encourage expansion by purchasing 
securities in the open market to increase bank reserves. Banks respond 
by purchasing securities with the new reserves and in the process tend 
to raise security prices (lowering the rate of interest) and simultaneously 
to increase the quantity of money. This process is considered a right and 
proper result of contracyclical monetary policy. The newly created 
money helps satisfy liquidity preferences and may lower the rate of in- 
terest enough to encourage investment spending. 

During periods of prosperity and threatened inflation, the central bank 
attempts to check monetary expansion and expenditure by refusing to 
permit increases in the supply of bank reserves. In this case banks and 
other financial institutions attempt to satisfy borrowers’ loan demands 
by selling the government securities acquired during the previous depres- 
sion. This they can do by lowering the price of securities to the point 
where the public is willing to buy them with some of its idle money. In 
this manner, if the easy money policy of the preceding depression led 
banks to buy large amounts of securities, banks may obtain loan funds 
in spite of central bank restrictive policies. What has actually happened 
is that the idle money created during the previous depression has been 
pulled into active use. Although banks may suffer capital losses on their 
security sales as market rates of interest rise, such losses are minimized 
in case the securities sold are of short maturity. In addition, because bank 
losses on the sale of securities are considered to be inventory losses , they 
are deductible from ordinary operating profits before income taxes. 
Therefore banks with profits taxed in the 52 per cent bracket actually 
sustain an out-of-pocket loss of about 48 cents on each dollar lost on 
security sales. 4 

Bankers have sometimes stated that the amount of security sales to 
obtain loan funds is governed by establishing some tolerable limit to the 
per share losses on such sales that they are willing to show on their in- 
come statement, rather than by the marginal revenue advantage. 

4 To use a popular phrase, the banks are not seriously locked in to their security 
holdings by potential losses on security sales made to obtain loan funds. 
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The Self-Liquidating Commercial Paper Theory 
of Bank Assets 

Banking theory of the past heavily favored the view that bank earning 
assets should be limited to short-term, self -liquidating commercial paper 
or to loans made to finance the short-time, current working capital needs 
of commerce and industry . 5 These loans were held to be more appropriate 
for banks with demand liabilities, because of both liquidity and security. 
This theory held that commercial banks should avoid making advances 
to industry to provide fixed capital, but should leave such loans to other 
financial agencies without demand obligations (such as savings banks, 
investment trusts, and the bond market in general). 

In spite of this theory, American banks generally have in practice 
departed from the exclusive holding of self -liquidating commercial paper. 
One need but examine the growing importance of securities among bank 
earning assets to discover this fact. Also, loans on real estate and loans 
to security dealers, investors, and speculators are for the most part used 
for fixed capital rather than for temporary working capital purposes. 
Since this is the trend, it is of little use to bewail the departure from the 
standards of classical bank theory. We are confronted with an actual 
situation that appears, with some notable exceptions, to work fairly well 
in practice. 

Let us examine self -liquidating commercial paper and observe its simi- 
larities to and differences from other forms of bank loans. Self -liquidating 
commercial paper arises in connection with a loan to a borrower who 
uses the proceeds to increase his working capital. This new working 
capital, in the normal course of events, will be transformed into salable 
goods or services that will return to the borrower the funds with which 
to pay the loan. If the period of the loan is long enough to enable the 
borrowed capital to make the cycle— from money, to working capital, to 
salable goods, and back to money again— the loan may properly be called 
self-liquidating. If the period of the loan is too short, it is not self- 
liquidating. It follows from the above definition that a loan whose pro- 
ceeds are to be used by the borrower to acquire fixed capital goods might 
be self-liquidating if the loan were to run for a period of time sufficient 
for the capital goods to earn back the interest and principal of the loan. 

The continuous borrower’s paper. Some question may arise concern- 
ing the self-liquidating character of short-time loans made to firms engag- 
ing in continuous operations with very little seasonal variation. If they 
borrow at banks, they tend to borrow constantly. Should their paper be 


5 For example, see H. Parker Willis, John M. Chapman, and Ralph W. Robey, Con- 
temporary Banking (New York; Harper & Row, Publishers, Inc., 1933), p. 437. 
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considered self-liquidating in the face of the fact that their borrowing 
tends to be continuous? From a strictly logical viewpoint, such paper can 
hardly be considered self-liquidating for the reason that the borrowing 
firm is not automatically able to retire the loan at its maturity. To require 
that the borrower pay the loan at maturity would involve either a reduc- 
tion in the volume of working capital (obviously not normally desired) 
or a recourse to borrowing at other banks. Strictly speaking, it is possible 
for such a borrower to repay the loan if he has an adequate excess of 
current assets over current liabilities and is willing to reduce to some 
extent the scale of his operations. One might, therefore, say that this loan 
is self-liquidating. But it differs from loans made to supply working funds 
needed to carry the borrower over a seasonal peak, since such loans can 
be repaid at maturity without embarrassment to the borrower. 

Shiftable vs. self-liquidating loans. A self-liquidating loan, as we 
have seen, is one that will normally be repaid out of the receipts resulting 
from the use to which the funds are put. A loan that is not self -liquidating, 
on the other hand, gives rise to no chain of events which will naturally 
and normally return funds to the borrower within the life of the loan. 
This fact can best be illustrated by two examples. Suppose, first, that a 
person borrows a sum from a bank for thirty days to finance a transaction 
which cannot be completed within six months. The ability of the bor- 
rower to repay his loan in thirty days rests solely upon his ability to 
increase his cash inflow by some method unrelated to this transaction 
or to borrow elsewhere to replace the first loan. Let us take a second 
case. Suppose a person obtains a thirty-day loan at a bank for the purpose 
of buying securities. At the end of thirty days, the borrower’s ability to 
repay rests upon: (1) his ability to borrow elsewhere; or (2) his ability 
to sell his securities to some other party who perhaps borrows elsewhere. 
Thus it is clear that the liquidity of loans that are not self-liquidating 
depends entirely upon the success with which the loan can be shifted 
to some other bank. The same reasoning naturally applies to the outright 
security holdings of banks. Those with a ready market can be easily sold 
to other banks or to borrowers at other banks. 

To what extent are self-liquidating commercial loans similar to loans 
that acquire liquidity only through shiftability? In practice, some of the 
best forms of so-called self-liquidating paper acquire their liquidity 
through shiftability. This is true of that part of the commercial loans of 
the country which represents continuous working capital of the bor- 
rowers. Liquidity of open market paper is often achieved (1) by the 
flotation of new issues; and (2) by the utilization of bank credit lines. 
The annual “cleanup” demanded of commercial borrowers frequently 
involves a mere shifting of loans to other banks. To the extent that this 
is true, what seems to be self-liquidating paper turns out to be merely 
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shiftable. The continuous operation of the borrower under these circum- 
stances does not permit the liquidation of a sufficient amount of the firm's 
working capital actually to pay off the bank loans. As we already have 
learned, many business short-term loans are commonly renewed. The 
“annual liquidation” requirement often made by banks to “line of credit” 
borrowers is frequently cared for by borrowing elsewhere, either directly 
from another bank or indirectly through the commercial paper market. 

What of the short-time loans to businessmen, which are actually self- 
liquidating? What is the source of their liquidity? Simply this: the bor- 
rower will have something to sell before the loan matures. In the ordinary 
course of business events, the goods can be sold and the loan repaid out 
of the proceeds. But what determines whether or not the goods can 
actually be sold? Assuming that they are staple goods, readily marketable, 
they can be sold at a reasonable price provided that the normal buyers 
continue to wish to buy and are able to obtain funds in the ordinary 
manner. Stating it in another way, the self-liquidating character of a 
good commercial loan depends upon the continuation of the willingness 
of other banks to extend loans to the buyers of the goods produced by 
the original borrower. All of this is, of course, a matter of shiftability 
again. Fundamentally, then, both types of loans depend for their liquidity 
upon the continuation of the willingness of the banking system as a whole 
to maintain a given general level of loans and investments. 

One thing should be clearly evident from the above discussion. Regard- 
less of the nature of credit extended by commercial banks, it is entirely 
impossible to expect the whole banking system to possess any large degree 
of liquidity. Whether loans are self-liquidating or merely shiftable, in the 
final analysis the liquidity of any particular bank's assets depends basi- 
cally upon the continued willingness of the other parts of the banking 
system to lend or invest freely. To some extent, of course, commercial 
banks may shift the burden of providing liquidity upon the central bank. 
But any wholesale attempt on the part of the banking system to liquidate 
its loans and investments must necessarily fail. 

The alleged advantages of self -liquidating commercial paper. Three 
general arguments have been advanced in favor of self-liquidating com- 
mercial loans as bank assets: 

1. They automatically provide banks with liquidity through loan re- 
payment. 

2. They are sounder and safer for banks to make than are “capital” 
loans with remote maturities. 

3. They automatically respond to the needs of trade, rising as pro- 
duction expands and declining as production declines. Consequently 
they provide a kind of neutral base for the creation of bank money, 
which cannot overexpand. They therefore afford a sound protection 
against inflation. 
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In contrast to self-liquidating commercial loans, loans of other types, 
such as loans on real estate or loans to business to finance longer-term 
capital needs, are characterized by remote maturities and hence are not 
liquid; along with security loans, they result in the creation of money 
based on long-term credit that is not accompanied by a corresponding 
increase in the flow of goods for immediate sale. Even worse, in the eyes 
of the advocates of self-liquidating commercial loans, are bank invest- 
ments. Such investments result in “monetizing” long-term debts and 
therefore are looked upon as especially undesirable. The self-liquidating 
commercial paper theory purports to provide an automatic means for 
insuring bank liquidity and soundness and, in addition, a quantity of 
bank-created money that is noninflationary and satisfies the needs of 
trade. If the quality of bank assets is correct, the quantity of bank credit 
need not cause concern. This theory, as we shall see later, was embodied 
in the Federal Reserve Act in 1913. 

Actual banking practice, as we have already seen, has departed widely 
from the theory just considered. Judging by our bank-failure record, our 
banking practices have not proved entirely satisfactory. It is proper to 
ask, therefore, to what extent would strict adherence to the self-liquidat- 
ing commercial paper theory by the banks improve bank liquidity and 
solvency? To what extent would such practice insure us against inflation 
and resulting economic collapse? 

For liquidity purposes, banks carry secondary reserves that may readily 
be sold (or shifted) to other banks or investors. They do this because they 
recognize the first and leading fallacy among the claims of the self- 
liquidating theory advocates. Customers’ loans to finance current business 
are not a safe and reliable source of bank liquidity because a bank’s need 
for increased cash is almost certain to coincide with the time when 
customers’ borrowings are high. Obviously the bank cannot reduce its 
loans to customers in order to improve its liquidity at such a time if it is 
to perform its normal credit functions in the community. Secondly, during 
money market crises, which sometimes accompany depressions, customers’ 
self-liquida tin g loans become uncollectible and are therefore useless 
from a liquidity standpoint. In contrast, high-grade, shiftable assets of 
short maturity provide the individual bank with a certain source of funds 
to meet its individual needs. It also provides the best assurance possible, 
however modest that may be, of being able to obtain cash during general 
emergencies. Even during crises, purchasers for high-grade, short-matur- 
ing assets often appear. We must conclude, therefore, that the claim of 
superior liquidity in self-liquidating commercial paper is not true. 

Next, what of the question of soundness? There is no denying the fact 
that short-term loans to business have the advantage of requiring a shorter 
range forecast of the borrower’s credit position than do longer-term 
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capital loans. Yet banks often suffer losses on what are essentially self- 
liquidating commercial loans. Longer-term capital loans naturally require 
careful attention to collateral security. But term loans, carefully made, 
and real estate mortgage loans, with adequate excess of value over the 
loan or with FHA or government insurance, need not create a special 
hazard to bank solvency. Similarly, careful attention to collateral makes 
security loans relatively safe for banks to make. 

Finally, what of the contention that limiting commercial bank assets 
to self-liquidating commercial loans provides the community with the 
right quantity of bank-created money? Even here the theory is unreliable. 
In prosperous times, business borrowers, offering what appears to be 
self-liquidating paper, seek to expand their inventories and working 
forces. As full employment is approached, such borrowings increase the 
money supply faster than output can be expanded, and price inflation 
results. As prices rise, the legitimate needs for business loans also rise, 
with a resulting spiral of inflationary consequences. 

One must conclude that the claims of the advocates of the self-liquidat- 
ing commercial paper theory of bank assets are of doubtful validity. 
Neither bank liquidity nor solvency is dependent upon adherence to 
it. Protection of the economy from inflationary overexpansion or defla- 
tionary contraction requires more than the automatic variations in the 
money supply arising out of the application of the rules of self-liquidat- 
ing paper. Rather, it requires a monetary policy based upon quantitative 
criteria, difficult as that may be to achieve. 


Questions for Study 


1. Why is adequate liquidity a first requirement in arranging a bank’s port- 
folio? 

2. What is meant by a bank s secondary reserve? Why are long-term bonds 
inappropriate for use as secondary reserves? 

3. Why does customers’ paper that is eligible for rediscount at the Federal Re- 
serve Rank not fit the requirements for use as secondary reserves? 

4. What assets constitute bank secondary reserves today? 

5. What is the difference between self-liquidating paper and shiftable assets? 

6. Why can it be said that the commercial banking system as a whole cannot 
achieve a high degree of liquidity? Is the same true for the individual bank? 

T. What of the argument sometimes advanced that self-liquidating commer- 
cial paper loans by banks cannot be inflationary? 
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chapter fifteen 


THE DEVELOPMENT OF 
AMERICAN COMMERCIAL BANKS 


American commercial banks fall into two main categories: state-chartered 
banks and federally chartered national banks. Regulations governing 
both types of banks and the customary practices of bank managements 
are deeply grounded in banking experience. It will help us understand 
better the present-day banking system if we take a glance at some of the 
outstanding banking events and developments of earlier years. In this 
chapter, therefore, we shall first briefly examine some of the historical 
background of today s banking system. 

Banking Before the Civil War 

Early America, like all new and vigorous countries with many resources 
to exploit, was capital hungry. Savings accumulated all too slowly. Specie 
was scarce, as were money lenders, so quite naturally there existed a 
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demand for banks, for bank note expansion provided an effective way 
to get trade capital and natural resources into the hands of enterprisers. 

Land banking vs. commercial banking. During the first half of the 
eighteenth century most of the American colonies established "land 
banks/' These were operated by the colonial governments and issued 
provincial paper money as loans on various kinds of land and improved 
real estate. Low land values and excessive paper money issues resulted in 
substantial depreciation of this currency in terms of specie. 1 

Even in the days before charters were issued to banking corporations, 
a division between land banking and commercial banking appeared 
among the private banks. As early as 1741 a land bank, organized in 
Boston, issued circulating notes against land and mortgages. These notes 
were payable, without interest, after twenty years. The bank, highly 
popular with the general public but violently opposed by the conserva- 
tive elements of the community, was outlawed by act of Parliament the 
following year. 

In 1733 and again in 1740, groups of merchants and traders of Boston 
organized private banks to discount short-term commercial notes and 
issue private bills of credit. These bills acquired a popularity and value 
much greater than that of the colonial bills, for they were paid off 
punctually in specie. These private merchant bankers were the fore- 
runners of the commercial banks of later times. 

As settlers pushed westward across the Alleghenies and new states and 
territorial governments were established, land became one of the most 
sought after and readily available types of property. Speculators, eager 
to buy government land, clamored for banks to provide the money. It 
was quite natural that banks were chartered for this purpose and that the 
loans made by such banks were tinged with personal favoritism and 
politics, and characterized in many cases by a gross absence of security. 
In addition to banks organized to lend on land, state governments some- 
times organized banks to finance such internal improvement ventures as 
turnpikes, canals, railroads, and bridges. These various note-issuing banks 
were especially vulnerable to collapse and failure, both because of the 
open-handed and reckless manner in which many were operated and 
because of the inherent instability of land values, which comprised the 
basic security for their loans. Moreover, the excessive quantities of cheap 
money created by these banks periodically supported speculative booms, 
which later collapsed. 

In contrast to the banks that issued notes against land were those that 
confined their activities to making short-term loans to commercial houses. 
The currency issued by the latter type of banks proved much more 

1 Theodore Thayer, “Land Bank Systems in the American Colonies/' Journal of 
Economic History, Spring 1953. 
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sound, and the banks themselves were able, in the long run, to command 
public confidence. It was this fact which helped to establish the rule, 
accepted among banking theorists if not by the general public, that note- 
issuing and deposit-creating banks should avoid loans on land and other 
fixed properties and confine their lending to merchants and other busi- 
nessmen for short-term purposes. In spite of the attractions of sound 
commercial banking, agricultural interests, with their needs for long-term 
credit on reasonable terms, have never believed that it adequately meets 
their requirements. Consequently, we find that rural banks have fre- 
quently, and to their sorrow, become deeply involved in long-term agri- 
cultural credit based on land. 

Problem of incorporation. There was considerable dispute in the 
fifty years preceding the Civil War as to the propriety of confining bank- 
ing privileges to incorporated banking firms. In general, banks of deposit 
were permitted to operate privately, but banks with the right to issue 
notes were required to incorporate, although private banks frequently 
issued notes in spite of the efforts of the law and the incorporated banks 
to prevent them from doing so. 

The first incorporated commercial bank appears to have been the 
Bank of North America, established in Philadelphia by Robert Morris 
in 1782. It financed the short-term needs of merchants and was soundly 
operated. By the year 1836, the number of banks organized under state 
charters had reached about seven hundred. Their note issues made up a 
large fraction of the total currency of the country. 2 

The importance of note issue. Before the Civil War, bank notes 
furnished the major part of the nonspecie currency of the country. Out- 
side the cities particularly was this the case. The use of checks drawn 
against demand deposits is feasible only when individuals using them 
have confidence in the credit standing and honesty of each other and 
when facilities are available to accomplish prompt presentment. Natu- 
rally, at a time when transportation and communication were but poorly 
developed, the use of engraved notes of banks payable to the bearer was 
superior in most cases to the use of checks. 

It was not until after the Civil War that deposits became substantially 
larger than bank notes. This can readily be seen in Fig. 15.1. It is not 
surprising, therefore, that the banking legislation of the times placed a 
good deal of emphasis upon regulation of the note-issuing powers. 

Evils of bank note currency. The characteristic of bank notes that 
makes them adaptable to the economic circumstances of pioneer societies 
is also a source of weakness, as the experiences of the early banks indi- 


2 Banking Studies , Board of Governors of the Federal Reserve System (Washing- 
ton, D.C.: 1941), pp. 6 and 8. 
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Banking Studies, Board of Governors of the Federal Reserve System , p. 13. 
Fig. 15.1. Bank Notes and Deposits. 


cate. Even in the absence of any effective means for presentment and 
redemption, bank notes could be issued and kept in circulation, since 
they bore the appearance of money itself. Redemption was made difficult 
by the fact that banks were deliberately set up in remote and inaccessible 
places, far from the centers of trade. The notes were then loaned by 
agents in other districts. In the West such banks earned the title of wild- 
cat banks , because of the penchant of their organizers to locate deep in 
the woods, out of reach of such disagreeable persons as brokers and 
agents of other banks who were bent upon presentment of bank notes for 
specie. Not only were some bankers prone to set up their banks in inac- 
cessible places, but they also put many obstacles in the way of payment 
to persistent collectors who actually discovered the den of the “wild- 
catter.” A favorite practice was to pay out small change, a process making 
for prolonged periods of delay and embarrassing transportation problems. 
Moreover, public sentiment favored the bankers by condoning the in- 
genious practices developed to avoid redemption . 3 This situation opened 
the way to abuses. A bank that was able to keep a large volume of its 
notes in circulation could expand its loans by this amount Indeed, some 
bankers even exchanged bank notes for property. Under such circum- 
stances it was easy for banks to issue an excessive quantity of notes that 


3 Davis R. Dewey, State Banking Before the Civil War , National Monetary Com- 
mission, 1910, p. 74. 
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could not be redeemed in specie if occasion demanded. The banker, lulled 
into repose by his success in avoiding redemption, often maintained an 
entirely inadequate specie reserve. Furthermore, there was a strong 
temptation to issue bank notes against purely speculative ventures, thus 
feeding the fires of speculative fevers and causing subsequent collapse 
and disaster. 

The result of all this malpractice was widespread confusion and un- 
certainty in currency matters. Some bankers, through sound operations 
and prompt redemption, kept their notes circulating at par with specie. 
Others all too frequently failed to follow the example of the sound banks 
and found their currency accepted at varying discounts. 

The situation was further disturbed by the fact that counterfeiting of 
bank notes became popular. The multitude of issues made the practice 
easy. The West and South, particularly, suffered from the currency 
troubles. All merchants kept bank note reporters at hand in order to 
determine the value, if any, of currency presented in the course of trade. 
Not only were as many as 5,400 counterfeit notes catalogued in one bank 
note reporter, but also genuine notes were acceptable at varying dis- 
counts, depending upon the possibilities and costs of redemption. 4 

The problem of bank note redemption. There is only one certain way 
to insure that bank note currency will not depreciate in value below that 
of its specie or standard money equivalent. That way is regularly and 
continuously to present notes to the issuing bank for redemption. This 
has the effect of restraining the note issue of any particular bank to the 
point at which its receipts of specie and notes of other banks will in 
general be equal to the volume of its own notes that are received by other 
banks and presented for redemption. Only in this way can there be 
assurance against an excessive quantity of notes and careless loan policies. 
Three outstanding examples arose before the Civil War wherein redemp- 
tion of note issues was imposed upon the banks. The first and second of 
these were the result of the actions of the First and the Second Banks of 
the United States. The third was the result of the creation of a bank note 
redemption system for the New England banks by the Suffolk Bank of 
Boston in 1825. 5 The First and Second Banks of the United States were 
of such significance as to deserve a brief consideration here. 

The First Bank of the United States. Even a brief discussion of early 
banking history of the United States cannot omit reference to the two 

4 Horace White, Money and Banking (Boston: Ginn & Company, 1896), pp. 405- 
406. A conductor on an early Indiana railroad, in 1857, reported to the company 
officers that “on account of meeting with so much broken and uncurrent money these 
days I am often obliged to take a due bill . . . or put the passenger off the train or 
carry him for nothing.” Frank F. Hargrave, A Pioneer Indiana Railroad , 1932. 

5 For a discussion of the Suffolk Bank, see L. Carroll Root, Sound Currency , June 1, 
1895, pp. 277-279. 
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banks of this period which were chartered by the Federal Government. 
The First Bank of the United States was established in 1791, with its 
main office in Philadelphia and branches in New York, Boston, Baltimore, 
Washington, Norfolk, Charleston, Savannah, and New Orleans. It issued 
a limited volume of bank notes, acted as fiscal agent for the government, 
and served to restrain excessive note issue of state banks, which were 
becoming numerous, by forcing them to redeem their notes in specie. 
This it could do by rejecting notes which were not convertible and by 
making such notes nonacceptable by the Treasury, for which the Bank 
was fiscal agent. Unfortunately, upon the expiration of its charter in 1811, 
the friends of the Bank were unable to overcome the political opposition 
of those who feared the growth of money monopoly and the extension 
of the power of the central government. Much was made of the fact that 
British capitalists owned over two-thirds of its capital. This argument 
was particularly telling in view of the strained diplomatic relations then 
existing with England. The charter was not renewed, and the only uni- 
form, sound bank note currency capable of wide circulation in the 
country at that time was lost, along with a powerful and effective aid 
to government financial operations. The country was left to face the 
financing of the War of 1812 with only the unreliable state-chartered 
banks to support it. 

The number of state banks increased from 88 to 208 in the four years 
from 1811 to 1815, while their note issues increased from $23 million to 
$110 million. In 1814 most of the banks outside New England suspended 
all pretense of redemption of notes in specie, and the currency system 
of the country was badly demoralized. It was the opinion of Secretary 
Gallatin that much of this could have been avoided had the First Bank 
of the United States continued to function. 6 The suspension of specie 
payments by the state banks sadly embarrassed the government, which 
was unable to transfer what funds it possessed in the form of bank de- 
posits from one district to another to meet varying needs. 7 

The Second Bank of the United States. The chaotic condition of the 
banking system led many to favor a new bank, similar to the First Bank 
of the United States, and on April 10, 1816, a bill was approved by 
President Madison granting a charter for the Second Bank of the United 
States. During its first two years the Bank was the victim of mismanage- 
ment, but beginning with 1819, under the new and conservative manage- 
ment of Mr. Langdon Cheves, it assumed its place as an effective, con- 
servative bank and the fiscal agent for the government. Through its 
branches it forced specie redemption upon the state banks. Bank notes 


6 A. Barton Hepburn, A History of Currency in the United States , 1915, p. 90. 

7 Horace White, Money and Banking , 1896, p. 272. 
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deposited with it by customers or received from the Treasury as govern- 
mental revenues were presented for redemption. Banks with insufficient 
cash reserves and unable to qualify for loans from the Bank were unable 
to redeem their notes and consequently found them rejected and unac- 
ceptable for payments to the Treasury. 

The action of the Bank in exerting pressure upon state banks to main- 
tain their notes at par provoked the hatred of banks of the West and 
South, which had been the worst offenders against sound banking. De- 
pression brought distress to debtors, who were easily persuaded that the 
Second Bank of the United States was causing all their troubles by curb- 
ing the activities of the state banks. When the time of the expiration of 
the old charter arrived, the Bank was embroiled in a political quarrel 
with President Jackson, and a renewal of its charter by the Federal 
Government became impossible. The Bank therefore disposed of its 
branches, obtained a charter from the state of Pennsylvania in February 
1836, and for some time continued to operate. After difficulties in the 
panic of 1837, it finally closed in 1841. 8 

The free banking system. The state of New York inaugurated a plan 
that was destined to color the banking practices of the United States 
when it adopted the free banking system in 1838. This came as a reac- 
tion against the banking monopoly created by specially chartered banks. 

Free banking involved two principles. First, banking was to be made 
a “free trade,” open to all without discrimination or favoritism. Secondly, 
banks were to issue notes only against the security of proper collateral 
sufficient to insure ultimate redemption. It was incumbent upon the 
state, therefore, to lay down the rules under which banks might be 
organized and notes issued. 

At first, the free banking system worked badly in New York. The 
comptroller was authorized to issue circulating notes to any association 
organizing itself as a bank and depositing with him the obligations of 
the United States or any individual state, or real estate mortgage bonds. 
Twenty-nine free banks failed during the first five years, with substantial 
losses to note holders, who received payment of only 74 cents on the 
dollar. To correct the evil of depreciation in the value of securities 
pledged for the protection of bank notes, amendments were made in 
the law to permit only the use of bonds of the United States and the 
state of New York, and qualified mortgages. 

The free banking system proved popular. Ohio adopted it in 1845, 
Illinois in 1851, Indiana in 1852, and Wisconsin in 1853. Free banks were 


8 Hepburn, op. cit. For a thorough account of the history of the Second Bank of the 
United States, see Walter B. Smith, The Economic Aspects of the Second Bank of 
the United States (Cambridge, Mass.: Harvard University Press, 1953). 
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for the most part primarily interested in the issuance of notes. Since the 
system was designed to insure the safety of bank note holders, it is not sur- 
prising that little, if any, provision was made for regulating banks except 
in regard to note issue. Because of the acceptance of low-grade securities 
as collateral for the notes, even protection for noteholders was not 
achieved. The outbreak of the Civil War found many of the free banks 
in Illinois the owners of obligations of southern states, which rapidly 
fell in value. 

The free banking experience left its indelible mark on the banking 
system of the times. Commercial banking is now uniformly “free” in the 
sense that banks are incorporated under the general banking laws without 
special legislative grants of charters. Furthermore, bank note issue be- 
came uniformly based upon the free banking principle of deposit of 
collateral security with some public authority. In addition, a lesson was 
learned in respect to the quality of collateral used. With the inauguration 
of the national banking system, national bank notes were issued only 
against the deposit of U.S. bonds with the Treasury of the United States. 
Today, Federal Reserve notes are based upon special collateral deposited 
with a representative of the Board of Governors of the Federal Reserve 
System. 

Three outstanding problems bearing on sound banking practice and 
note issue appeared in the years before the Civil War. First, as we have 
already seen, was the all too common lack of facilities for imposing upon 
the banks the responsibility for the redemption of their notes. Secondly, 
it was a common practice among early banks to operate without what 
would now be called sound capital. Laws governing incorporated banks 
were notoriously loose in this respect. Although nominal capital was 
normally high, wide latitude existed in respect to amounts to be actually 
paid in. Frequently only a small amount of specie was contributed by 
stockholders, for it was considered entirely proper that stockholders 
should give their promissory notes in payment of their stock subscriptions. 
It was confidently expected that profits realized from the bank's operation 
would enable stockholders to retire their notes shortly. Equally dangerous 
was the common practice of allowing stockholders to borrow on the 
pledge of their bank stock. The proceeds of loans of this kind might be 
used either to complete installments due on the stock subscription, or 
for business ventures. It is evident that such a capital structure was in- 
adequate to give proper support to the bank liabilities when difficulties 
arose. The lessons learned in the early period were applied to national 
banks and to the modern state banks. Quite uniformly, laws governing 
the organization of banks now require cash payment of stock subscrip- 
tions. They also prohibit banks from making loans on the security of their 
own stock. 
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Finally, an outstanding difficulty that arose among early banks was 
the inadequacy of specie or legal tender money reserves. In general the 
country was lacking in hard or specie currency (gold and silver coin). 
This shortage was partially a result of the absence of any great natural 
gold and silver resources. It was made worse by the tendency of a 
capital-hungry country to trade its precious metals for goods of foreign 
origin. Consequently the rapidly expanding economy came to depend 
upon bank note issues for the redemption of which specie or legal tender 
money reserves were inadequate. In the case of particular banks, inade- 
quacy of reserves resulted from lack of suitable means of presenting 
notes for redemption. Success in avoiding redemption led many banks 
to pay little heed to the need for cash reserve. As a result, there was 
little limit to the amount of notes that banks could issue and lend save 
the statutory limit commonly set at an amount equal to the banks capital. 
But such capital, as already noted, failed generally to bring in much specie 
and frequently was largely fictional. With the creation of the national 
banking system this difficulty of inadequate cash reserves was rigorously 
attacked. Reserve requirements were set by law for banks of various 
classes. Originally these requirements applied to both note issues and 
deposit liabilities. Some early state banks also were required to carry 
definite amounts of cash reserves. New York at first required the free 
banks to carry 12y 2 per cent reserves against outstanding notes, a require- 
ment removed in 1844. Beginning in 1842, Louisiana banks were required 
to carry reserves equal to one-third of their combined note and deposit 
liabilities, and the remainder of their notes and deposits might be repre- 
sented only by short-term notes of not over three months. By 1858, 
Massachusetts adopted a reserve requirement of 15 per cent against bank 
notes and deposits. Gradually the practice of requiring reserves against 
liabilities increased until all state banks as well as national banks now 
have such requirements. 

Examples of good banking during period. Generally speaking, the 
banks in New England and in the East were soundly operated. Even in 
that part of the country noted for wildcatting, the period was not without 
its examples of good banking. Both South Carolina and Indiana operated 
state-owned banks with singular success. Each bank had the right of 
note issue without any collateral requirement; each operated branches; 
and each was blessed with sound management. The Bank of the State of 
South Carolina was founded in 1812 and was finally liquidated in 1870 
after many years of useful existence. The State Bank of Indiana was 
established in 1834 and operated as a state-owned institution for twenty- 
five years, when its business was absorbed by a newly organized but 
privately owned bank of the same name, which itself operated success- 
fully until 1866, when the tax on state bank note issues caused it to 
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liquidate. There were also privately owned banks that stood out in bold 
relief against the general mass of low-grade banking of the times. One 
of these was the State Bank of Ohio, which maintained thirty-six branches 
and was a model of excellence. Also, the requirements of the Louisiana 
banking law of 1842 were models of good commercial banking practice. 
Banks operating under it successfully weathered the crisis of 1857, which 
took a heavy toll among weaker banks. 9 

The Independent Treasury System. After the disappearance of the 
Second Bank of the United States in 1836, the Federal Government nec- 
essarily kept its tax- and land-sale receipts on deposit with state-chartered 
banks. Seeking a safe haven for Treasury Funds, Congress established 
the Independent Treasury System in 1846 to hold in government vaults 
the cash receipts of the Treasury. Although the Treasury later made use 
of national banks as depositaries, the Independent Treasury System con- 
tinued in existence until 1920. Consequently, before the Federal Reserve 
Banks were established with power to act as fiscal agent, periodic in- 
creases in government revenues caused specie to accumulate in the 
Treasury and become unavailable for use as bank reserves or for general 
circulation. The Treasury, therefore, found it necessary from time to 
time to relieve cash stringencies by depositing specie and legal tender 
currency in national banks. 


The National Banking System 

Congressional provisions for a national currency. As early as 1861 
it was proposed that United States bonds should be made available to 
support the issue of a sound and uniform currency. It was hoped that 
such a scheme would have the double advantage of stimulating the gov- 
ernment bond market and of furnishing the country with a currency 
secured by the obligations of the government. The War made it impera- 
tive that the government should be able to obtain necessary funds; at 
the same time it was important that the disadvantages of an uncertain 
currency be avoided if possible. 10 Nevertheless, it was not until March 3, 
1863, that there was passed: “An act to provide a National currency, 
secured by a Pledge of United States Stocks, and to provide for the 
Circulation and Redemption thereof.” This act was the legal beginning 
of the national banking system. That the main interest of Congress in 
passing this act was centered upon the currency question is evident from 


9 Banking Studies , Board of Governors of the Federal Reserve System, 1941, p. 11. 

10 Andrew M. Davis, The Origin of the National Banking System , National Mone- 
tary Commission, 1910, pp. 36-37. 
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the title. The following year (June 3, 1864), the original law was repealed 
and a new law enacted, incorporating some changes that appeared, in 
the light of previous experiences, to be desirable. This law, like its prede- 
cessor, prescribed in minute detail the requirements pertaining to note 
issue, but little attention was given to the discount and deposit functions 
of the national banks. 

Administration of the new National Banking Act was placed in the 
hands of an official known as the Comptroller of the Currency. The 
Comptroller is appointed by the President and operates under the gen- 
eral direction of the Secretary of the Treasury. His duties are many and 
his authority is wide. It is to him that applicants for national banking 
charters must go, and the decision to grant or withhold a charter turns 
upon the Comptroller’s opinion of the applicants’ fitness and the com- 
munity’s banking needs as well as on technical compliance with rules 
governing organizations. It is the Comptroller who maintains a corps of 
examiners responsible for the annual examination of each national bank. 
It is he who requires periodic reports of the condition of national banks 
and under the law sets forth operating regulations. Until the creation 
of the Federal .Deposit Insurance Corporation, in 1934, a representative 
of the Comptroller, as receiver, presided over the last rites of defunct 
national banks. All in all, the Comptroller has been and is a powerful 
figure in our banking system. 

Intent on creating a sound banking structure, Congress established 
rigid capital requirements for the new national banks. Minimum capital 
requirements varied according to the population of the city in which the 
bank was organized. These requirements are: 

$ 50,000 in cities of not over 6,000 inhabitants 

$100,000 in cities of from 6,000 to 50,000 inhabitants 

$200,000 in cities of over 50,000 inhabitants 

At least one-half of a bank’s subscribed capital must be paid in before 
starting business, with the remainder to be paid within five months. 
Moreover, taking warning from past evils, Congress forbade banks to 
lend on their own stocks. To encourage growth of owners’ equity, newly 
organized national banks must now sell their stocks at a premium so 
as to create a paid-up surplus of at least 20 per cent of the capital before 
beginning business. Furthermore, all national banks must now devote at 
least 10 per cent of their net profits to surplus accumulation until the 
surplus account equals the capital stock. Double liability was attached 
to national bank stock and remained until 1937. It is evident that the 
national banking system achieved a much more substantial capital struc- 
ture than existed for many banks in the earlier period. 

National bank notes. Until 1917, national banks were required to 
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purchase and hold a certain minimum amount of United States Govern- 
ment securities. These securities were given what was called the circula- 
tion privilege and provided the foundation for the issue of national bank 
note currency. When these bonds were deposited with the United States 
Treasurer, the banks received national bank notes that they could lend 
and pay out into circulation. To make doubly certain that the notes were 
secure against depreciation, the law originally provided that the national 
banks carry lawful money reserves for the purpose of redeeming their 
notes, and, in addition, the Comptroller of the Currency was duty bound 
to redeem them in Washington. 

Bonds issued by the United States Government during and after World 
War I could not be used as collateral for the issue of national bank notes. 
Consequently, as the earlier issues of government bonds were paid off, 
only a limited amount of eligible bonds was available for note issue. 
However, during the banking troubles of 1931-1932, national bank notes 
could be issued against any U.S. bonds bearing less than 3% per cent 
interest. This privilege expired in 1935 and, using funds arising out of 
the profits from the devaluation of the dollar, the Treasury paid off and 
retired all of the remaining bonds eligible for use as national bank note 
collateral. 

Reserve requirements of national banks. The National Banking Act 
provided that national banks should carry certain specified reserves in 
cash or its equivalent against deposit and note liabilities. After 1874, 
when the acceptability of national bank notes was so firmly established 
that there was little demand for their redemption, reserve requirements 
against outstanding notes were abandoned, leaving the requirements to 
apply only to deposits. 

For reserve requirement purposes national banks were divided into 
the categories of central reserve city banks , reserve city banks , and 
country banks. Central reserve city banks were eligible to hold on deposit 
one-half of the required reserves of the banks located in reserve cities. 
The latter, in turn, might hold on deposit three-fifths of the required 
reserves of the country banks. Two significant results stemmed from these 
reserve regulations. First, they gave banks legal encouragement to de- 
posit their reserve funds with their city correspondent banks. Because 
at that time the city correspondent banks competed for bankers' balances 
by paying interest, any excess funds that accumulated in the hands of 
the country banks and the reserve city banks tended to find their way 
to the big central reserve city banks, mainly those in New York City. 
New York City banks had special powers of attraction because the stock 
market generally provided loan outlets for funds received from the 
banks in the interior. The second consequence of the national bank re- 
serve requirements was the adoption of the same classification of cities 
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by the Federal Reserve Act for establishing reserve requirements for 
members of the Federal Reserve System. 

The growth and development of national banks. At first the response 
to the new national banking law was disappointing. Existing state banks 
preferred to retain their state charters with their note-issuing privileges. 
Congress, therefore, passed an act on March 3, 1865, that levied a 10 
per cent tax on any bank or individual paying out or using state bank 
notes. This effectively abolished note issue by state banks. The law also 
encouraged state banks to switch to national charters by permitting them, 
as national banks, to retain existing branches. National banks were nor- 
mally not allowed to establish branches. Thus encouraged, national bank 
chartering increased at a rapid rate, and soon national banks became 
much more numerous than state banks. 

The ascendency of the national banking system was not to last. Begin- 
ning about 1885, there developed such an interest in chartering state 
banks that they soon outstripped the national banks in numbers. By 1920, 
there were about twenty-one thousand state-chartered banks as compared 
to about eight thousand national banks. Although, on the average, state 
banks have always been smaller than national banks, the aggregate 
resources of the state banks were at that time larger than those of the 
national banks. The reasons for this sharp acendency of the state banks 
were: 


1. The decline in importance of bank note issue with the growth in 
the use of checks. This reduced the earlier disadvantage of the state 
banks in having no power of note issue. 

2. The legislative and other pressure against private, unincorporated 
banks which generally acquired state charters when incorporating. 

3. The emergence of a demand for large and profitable types of bank- 
ing business that national banks either could not accept because of legal 
restrictions or were unable to compete for effectively. The national banks 
at that time were not allowed to lend on real estate, operate trust de- 
partments, or engage in bond underwriting. Because of high uniform re- 
serve requirements against all deposits, national banks could not com- 
pete for savings accounts with state banks, which enjoyed special low 
reserve requirements against time deposits. 

Some of the competitive handicaps under which the national banks 
labored were removed or reduced with the enactment of the Federal 
Reserve Act. Special low reserves were allowed against time deposits, 
and national banks were authorized to enter the trust company field. 
Gradually the powers of national banks to lend on improved real estate 
were expanded. The rigors of the rule that loans to one individual could 
not exceed 10 per cent of the bank's capital were relaxed and, since 1937, 
double liability on national bank stock has been ended. National banks, 
therefore, have gained in comparison with state banks, both because of 
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an improved competitive position and because they better withstood the 
bank failures of the years since 1920. Today, although the state banks 
still heavily outnumber national banks by about nine thousand to forty- 
three hundred, they now hold about 45 per cent of all commercial bank 
resources. 

Some weaknesses of the national banking system before 1913. The 
national banking system successfully met the problem of establishing a 
sound and uniform currency. National bank notes, backed by govern- 
ment bonds and the pledge of redemption by the United States Govern- 
ment, could hardly have been excelled for security. Moreover, the national 
banks themselves were a very substantial addition to the banking facilities 
of the country, particularly in the West and South, where banking had 
been chaotic. They furnished the backbone of the development of a 
commercial banking system on the discount and deposit basis at a time 
when deposit banking was becoming a more important function of 
American banking than note issue. 

Seasonal variations in business. Nevertheless, there were some definite 
weaknesses in the financial and banking structure which the national 
banking system failed to meet successfully. These weaknesses grew out 
of the seasonal character of American business activity and the tendency 
of banks to deposit surplus cash funds with city correspondents who 
undertook to pay interest and return the funds on demand. 

The pronounced seasonal factors in the American economy before 
World War I arose largely from the relatively great significance of 
agriculture in the total economy. Banks in the agricultural areas, and 
other banks as well, experienced marked seasonal changes in their need 
for currency and reserve cash. During the winter and summer months 
currency demands slackened. Under those circumstances banks in the 
interior parts of the country gathered together their accumulations of 
excess legal tender money and sent them to New York City for deposit 
at interest in the Wall Street banks. The Wall Street banks, in turn, used 
these incoming supplies of reserve cash to expand their loans to stock 
market speculators. The country banks profited from the arrangement 
to the extent of the interest earned on what would otherwise have been 
idle funds. The Wall Street banks profited by lending, largely on call, 
on the New York Stock Exchange. At such times, given a promising 
psychological basis, the speculative market would happily absorb the 
loans made available by the action of the country bankers, and a boom 
in stock prices and stock trading would develop. From the bankers’ 
standpoint the arrangement appeared favorable, since no loan funds 
were compelled to stand idle. 

However, the whole arrangement frequently terminated abruptly and 
with a rude shock to all concerned. When seasonal needs for currency in 
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the country areas returned, the banks in the interior wished to withdraw 
their funds deposited with the Wall Street banks. At times when the 
stock market had not become overextended, the New York banks were 
able to call their loans in sufficient amounts to provide themselves with 
cash reserves in excess of legal requirements. This could be achieved if 
borrowers could find investors willing to take the securities off their 
hands at prices equal to the amounts owed the banks. This would reverse 
the process that took place when incoming money allowed the New York 
banks to expand their loans and deposits. Loan repayments reduced the 
banks’ deposits and created excess reserves for return to the country 
banks. In times of excessive speculation, when stock prices were pushed 
so high as to cause a genuine fear of future values, the speculator-bor- 
rower found himself with no market for his securities. The lower prices 
fell, the more general became the refusal of others to buy stock. There 
followed an acute panic in security prices, a situation that has often 
preceded a major depression in business. 

Panic in the stock market, induced by the pressure for loan liquidation, 
prevented banks from reducing their loans and deposits. Consequently, 
they found themselves with no excess reserve cash to return to the 
country banks. At such times the Wall Street banks had to choose between 
(1) sending cash back to the country banks and allowing their own 
cash reserves to fall below the legal limit; or (2) refusing to honor 
country bank demands for cash on the excuse that legal reserves must 
at all times be maintained at the required level. Generally they followed 
the latter course. The result was a general suspension of cash payments 
by banks all along the line, with paralyzing effects upon the country’s 
economic life. At such times the banks themselves were unable to ease 
the stringency by issuing more national bank notes because they normally 
maintained in circulation all that they could issue on their bond holdings. 

The need for a central bank. The bankers made attempts to ease the 
credit situation just described by devising forms of private money ac- 
ceptable among the banks of a given city. These were known as clearing- 
house loan certificates . Their use enabled banks to settle adverse clearing- 
house balances with neighboring banks without giving up jealously 
guarded cash reserves. Also, the Treasury came to the rescue at times 
by putting cash into the banking system, by redeeming outstanding 
bonds, and by making special deposits of Treasury-held cash in national 
banks. 

The real need was for a central bank that had the power to issue notes 
and was willing and able to hold sufficient amounts of excess cash re- 
serves to insure its ability to aid the commercial banks in time of need. 
It was not until 1913, however, that Congress passed the act that author- 
ized the setting up of the Federal Reserve Banks. 
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Growth of Concentration Among Commercial Banks 

Paralleling the growth of large-scale business enterprise is the develop- 
ment of large-scale banking. In part, this development has been the 
natural result of the expansion of individual banks as they have shared 
in the industrial and commercial development of growing cities; in part, 
it has been the outcome of combinations effected sometimes to satisfy the 
desire for power, sometimes to combat actual or threatened failure. To 
no small degree it has come from attempts to secure the real and fancied 
advantages of size. 

Large-scale banking. Concentration in banking control takes a 
number of forms. First is the emergence of gigantic unit banks, some 
maintaining a single banking office. Such banks, located in the financial 
centers of the big cities, have become big both by natural growth and by 
merger. Second are branch banks that acquire size by lateral expansion 
into territory surrounding the parent or home office. Third are the com- 
binations of banks tied together through the ownership of stock by hold- 
ing companies. Such combinations are commonly referred to as group 
banking . Holding company groups frequently contain both unit and 
branch banks. Finally, there is that informal type of concentration of 
control called chain banking , which involves common stock ownership 
and interlocking directorates without holding company intervention. 

The reasons for combinations. No single cause has been responsible 
for bank mergers. The practice of the FDIC of inducing the merger of 
unsound with sound banks as a means of avoiding receivership was used 
by bankers long before its use was introduced by the FDIC. Conse- 
quently, many of today’s banks owe their size, in part, to their absorption 
of the weaker banks in their communities. Such a procedure generally 
makes it possible to expand both deposits and earning assets on advan- 
tageous terms, since it is unnecessary to pay any “going value” premium, 
and the absorption may be accomplished with little if any increase in the 
bank’s invested capital. Sometimes such mergers were facilitated by a 
clearinghouse guarantee against loss should assets taken over prove 
inadequate to offset the deposit liabilities acquired from the failing bank. 
A second reason for mergers has doubtless been the prestige that attaches 
to larger institutions. Moreover, there is the added attraction of the pos- 
sible and probable increased monetary rewards afforded the executive 
officers who survive the merger. A third reason sometimes given for 
mergers among small banks is the problem of management succession 
confronting them as senior officers retire and suitable replacements are 
not available. Finally, the reason generally advanced to stockholders who 
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are asked to vote approval of a proposed merger is the expectation of 
increased earnings on invested capital. 

The movement toward consolidation or merger among banks has taken 
a spurt upward since 1950. Mergers have involved both the absorption 
of small banks by larger ones and the joining of large institutions. Reasons 
for this situation appear to vary all the way from the favorable prices at 
which smaller banks may be purchased to the desire of larger banks to 
acquire new banking outlets in suburban areas. 

Bank mergers involving insured banks now require the written con- 
sent of Federal banking authorities. If the absorbing bank is a national 
bank, the consent of the Comptroller of the Currency is required. If it 
is a state member bank, the consent of the Board of Governors of the 
Federal Reserve System is needed. If it is a nonmember insured bank, 
the consent of the Federal Deposit Insurance Corporation must be ob- 
tained. Consent must be based on the public interest, including both 
soundness and responsibility of the absorbing bank, and the expected 
effect of the merger on competition. In all cases the agency responsible 
for giving approval of mergers requests the Attorney General and the 
other two regulatory agencies to state their views on the probable results 
of the proposed merger upon the competitive situation. 11 

The holding company. The holding company has been used by 
bankers to serve two purposes. The first and by far the more laudable 
is that of unifying the management and control of several banks. The 
second and less desirable purpose is that of tying up nonbanking corpo- 
rations with banks. A combination of these two uses has often appeared 
in a case in which a group of banks and a number of nonbanking affiliates 
are tied together. The sponsors of holding companies prefer to call this 
type of combination group banking , reserving the title of chain banking 
for combinations tied together in other ways. 

Bank holding companies become owners of a controlling interest in 
the shares of affiliated banks either through outright purchase or through 
an exchange of stock. The banks remain separate corporations, but their 
affairs are brought under the control of the holding company, which elects 
the management. It is not necessary, of course, that the holding company 
own over one-half of the shares of a bank in order for it to exercise 
control over the affairs of the bank. Even a modest fraction of ownership 
will often place the holding company in the position of being the largest 
stockholder and clothe it with the authority associated with that position. 
The holding company itself is frequently affiliated through common stock 


11 Cf. Annual Report of the Federal Deposit Insurance Corporation , 1960, p. 10; 
and 1962, pp. 9-11. Also cf. the Annual Report of the Board of Governors of the 
Federal Reserve System , 1962, p. 124 and pp. 169-201. 
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ownership with a large city bank, whose officers dominate the policies 
of the group. 

Advantages claimed for holding company banking. The sponsors of 
group banking claim that stockholders of banks which join a group 
enjoy the following definite advantages: 

1. The individual bank may participate in loans to large borrowers 
who would look elsewhere for accommodation if the group did not exist. 

2. Working reserves can be concentrated in the hands of one city cor- 
respondent, normally a member of the group. Thus, less idle funds will 
be required in the hands of city correspondents. The acting correspond- 
ent for the group stands ready to give aid when needed. 

3. Operating economies may be expected from improvements in man- 
agement. Supplies may be purchased in larger amounts. Advertising be- 
comes more economical. The cost of insurance and bonding of employees 
can be reduced. 

4. The stock of the holding company is often of more value than that 
of the operating bank, since it has greater diversification of risk behind 
it, is a larger issue commanding the interest of a wider market, and en- 
joys the higher earnings derived from the expected economies. 

Objections to holding-company banking. With intelligent and honest 
management, holding-company banking may be decidedly more desirable 
than unit banking. Certain vital criticisms, however, can be made: 

1. Examination of chains and groups is difficult, since the banks may 
be spread over a wide area and may be under the control of several 
separate state authorities in addition to national bank examiners. Under 
such a situation juggling of funds and assets may be overlooked. 

2’. The banks may be mismanaged and exploited for the benefit of 
those in control. This danger was demonstrated in the case of certain 
failures during the banking crisis of 1932-1933. Banks lent heavily to of- 
ficers to finance speculation in the stock of the holding company. Unit 
banks were compelled to pay unwarranted dividends in the face of oper- 
ating losses to enable the holding company to maintain its dividend 
policies. Holding companies borrowed from the banks which they owned 
to finance speculative dealings. The subsidiaries of holding companies in 
one case included not merely banks but corporations owning office build- 
ings, a chain of hotels, a coal mine, residential and business properties, 
a produce market, and a security company. 

3. When the group becomes so large that it overshadows the inde- 
pendent banks of its area, there arises a real danger that banking com- 
petition will be unduly restrained. This was the situation in the case of 
the Transamerica Corporation of California, which, at the end of 1948, 
controlled 40 per cent of the banking offices and 38 per cent of the com- 
mercial bank deposits in the five states of Arizona, California, Nevada, 
Oregon, and Washington. In the state of California, alone, it controlled 
about 50 per cent of the total banking offices. 12 

12 Cf. Federal Reserve Bulletin , April 1952, pp. 384-387. For a thorough and up- 
to-date study of holding company banking cf, Gerald C. Fischer, Bank Holding Com- 
panies (New York: Columbia University Press, 1961). 
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Branch bankings The contrast between holding-company banking 
and branch banking is that a branch system is one single bank incorpo- 
rated under a single charter, answerable to a single supervisory authority, 
all the branches of which are subject to direct central control. The 
branches are merely devices whereby it is possible to extend banking 
contacts into areas beyond the reach of the home office. Branch banking 
may, of course, be tied up with holding-company control. 

In the United States, branch banking can exist only within the con- 
fines of individual states, and to a large extent is limited to the home city 
and the immediately surrounding territory. The limited nature of Amer- 
ican branch banking may be seen in the data given in Table 15.1. 


Table 15.1 

Commercial Banks Maintaining Branches, December 31, 1962 * 


Number 



Banks 

Branches 

Total for the United States 

2,619 

12,069 

National banks 

1,036 

6,423 

State member banks 

425 

2,981 

Insured nonmember banks 

1,139 

2,614 

Noninsured banks 

19 

50 


Location of Branches of Commercial and Mutual Savings Banks 


In head office city 4,947 

In head office county but outside home city 3,911 

In contiguous counties 1,755 

In noncontiguous counties 2,042 


* Federal Reserve Bulletin , April 1963, p. 552. 


Advantages of branch banking. The advantages of branch banking 
may be enumerated as follows: 

1. The larger banking unit resulting can better handle the require- 
ments of the large customers. 

2. The smaller communities enjoy the advantage of the service of 
more powerful and presumably sounder banks. The assets of the whole 
branch bank system are behind each branch, in contrast to the situation 
in group and chain banking, where no legal responsibility attaches to 
one part of the system for the other units in case of difficulty. 

3. More convenient banking facilities are possible. The population per 
banking office is considerably greater in unit banking than in branch 
banking cities. 

4. Branch banks can command better managerial skill Branch man- 
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agers can be carefully trained and supervised, with greater opportunity 
for promotion for those of most promise. 

5. When branch bank operations extend over a wide geographical 
area, they resist the shock of depressions more successfully than do unit 
banks, both because of the greater opportunity for diversification of loan 
risk and because of the industrial and geographical diversification of de- 
posits so necessary if forced liquidation of loans and bank failure are to 
be avoided in areas suffering adverse trade balances during depression. 

6. Branch banks increase the mobility of capital and make for greater 
uniformity of interest rates throughout the area served. 

Objections to branch banking. The objections raised to branch bank- 
ing naturally are voiced by the unit banker, who visualizes himself 
swallowed up in a branch banking development: 

1. Branch bankers are likely to require collateral on all loans and re- 
fuse to lend on the character of the borrower, perhaps retarding local 
economic development. This objection is hardly valid, since even a branch 
banker is interested in the business development of the bank’s locality. 
Moreover, a more careful loan policy than that of many unit banks is 
desirable. 

2. Funds are withdrawn from rural areas and are placed in cities. In 
answer to this, it has been shown that Canadian city borrowers complain 
that the reverse is true, with city funds transferred to rural districts in 
-response to the higher interest rates there. 

3. Red tape and delay arise from the lack of authority of managers 
and the necessity for referring loans to the main office. In actual fact 
most of the loan applications received at a typical branch are handled 
directly by the branch manager or loan officer. However he will normally 
have a fixed maximum limit, related to his experience, beyond which he 
cannot make the final decision. Applications for larger amounts are sent 
to officers representing or located at the head office. 

4. Managers are not properly sympathetic with local needs. 

5. Branch managers are shifted too frequently to be of the best serv- 
ice to the community served. 

6. Too much concentration in the control of banking operations will 
arise. Furthermore, mismanagement on a large scale can arise more easily 
with branch than with unit banking. 

The objections just mentioned are hardly sufficient to constitute a 
serious criticism of branch banking. Certain broader problems exist, 
however. Branch banks operating solely within the home city are hardly 
more than handy devices for attracting business to the parent. They 
offer only part of the genuinely important characteristics of branch bank- 
ing. What, then, should be the territorial limits of branch banking? 
Should it be confined to trade areas, or should it be permitted to extend 
throughout the country? Should it be confined within individual states? 
The wider the area, the greater become the opportunities for diversifica- 
tion, but at the same time managerial and supervisory problems increase. 
If it be agreed that the present restrictions on branch banking should be 
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relaxed, under what conditions should banks be permitted to organize 
branches? 

Obviously, great care is required if powerful branch banks are not to 
be allowed to put unfair pressure upon unit banks. Excessive competition 
by branch banks with the unit banks might be quite as undesirable as 
between unit banks themselves. Finally, the supervision of large branch 
banking systems presents a problem. Internal controls necessary for the 
smooth working of a large branch banking system tend to become com- 
plex and at times burdensome. If the number of branches is large, it is 
impracticable to examine all at the same time. The head office may be 
required to furnish a consolidated balance sheet when examined, and 
the largest branches and the head office may be examined at the same 
time. 

Chain banking. A wide variety of interbanking relations falls under 
the general head of chain banking. Control in such chains arises out of 
various degrees of common stock ownership, ranging all the way from 
identical ownership represented by trusteeing stock of one bank for the 
benefit of the stockholders of another, to the loose, informal control 
arising from interlocking directorates. 

Chains of banks develop both in rural districts and in cities. Some- 
times they arise from the purchase of stock in banks in other locations 
as a means of extending the banking power of some individual or group 
of individuals. Rarely are they the result of attempts to restrain competi- 
tion. Frequently they arise from the efforts of large city banks to attach 
to themselves a collection of banking satellites. Often this has been 
accomplished when an officer in a large bank invests in the stock of a 
smaller one and assumes an important place on its board of directors. 
Smaller banks, themselves, are frequently interrelated by complex inter- 
locking directorates and common officers. 

The benefits of chain banking are slight. As in the case of holding- 
company control, gains may be had through concentration of reserves 
and uniform management, or operating economies may arise through 
the purchase of supplies and services. On the other hand, chain banks 
are especially susceptible to mismanagement and exploitation. The 
failures experienced by chains of banks have been so numerous that 
sponsors of the modern holding company plan insist upon differentiating 
their type as “group banking” in contrast to "chain banking,” 

Regulation of Branch , Group , and Chain Banking 

Governmental regulation of branch, group, and chain banking takes 
the form of (1) permission or prohibition; and (2) special investigation 
and control. 
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Legal status of branch banking. The law now permits national banks 
to establish branches in states where branch banking is expressly per- 
mitted. The following restrictions apply, however: 

1. National banks are subject to the same territorial limits as are the 
state banks. Wherever state banks are limited to city- or county-wide 
branches, national banks are similarly limited. 

2. Approval of the Comptroller of the Currency must be obtained. 

3. National banks with out-of-town branches must have a minimum 
capital amounting to the aggregate total capital stock that would be re- 
quired to establish a national bank at each of the various places where 
its offices are located. They must also have as much capital and surplus 
as would be required of state banks under similar circumstances. 

In 1959, nineteen states (counting the District of Columbia) specifi- 
cally permitted state-wide branch banking, twenty-one specifically per- 
mitted limited-area branch banking, seven states prohibited branches, 
and two had no law dealing with the subject. 13 In all states that permit 
branches, banks wishing to establish branches must obtain the permission 
of supervisory authorities. In general, branches outside the home city 
may be established where there is no existing bank, or, if other banks 
operate in the same community, upon the purchase of an existing bank, 
or by obtaining the consent of the other banks. 

Under existing legislation there is no possibility of the establishment 
of anything like a broad system of branch banking in the United States. 
Only an extension to national banks of the right to engage in interstate 
branch banking seems likely to accomplish this purpose. The distinct 
superiority of branch over chain and holding-company banking, which 
often acquire an interstate character, make such legislation desirable. 14 

Regulation of group banking. There are two ways in which holding- 
company groups are subject to regulation. The first is through the provi- 
sions of Section 7 of the Clayton Antitrust Act. This makes illegal the 
holding companies that substantially lessen competition or result in 
monopoly in interstate commerce. Should it be established that a given 
holding company violates the law, the Board of Governors would be 
responsible for the enforcement of suitable orders to correct the situation. 
The Board vainly sought to compel the dissolution of the Transamerica 
Corporation in a protracted series of hearings that culminated in the 


13 Cf. Banking , Journal of the American Banking Association , November 1960, for 
details of branch banking laws as of that time. For banking changes related to branch 
banking and map showing branch banking states see Federal Reserve Bulletin , Sep- 
tember 1963, pp. 1191-1198. 

14 For a strong recommendation that the National Banking Act be amended to per- 
mit national banks, regardless of state laws, to establish interstate branches within 
“trading areas,” see Money and Credit , Report of the Commission on Money and 
Credit (Englewood Cliffs, N.J.: Prentice-Hall, Inc., 1961), p. 166. 
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Board's order that the Transamerica Corporation divest itself of the 
stock of forty-seven banks. The order, however, was set aside by the 
Federal Courts. 

Bank holding companies also come under the regulations established 
by the banking acts of 1933 and 1935 and the Bank Holding Company 
Act of 1956. These regulations involve (1) the requirement that to vote 
shares of member bank-stock, bank holding companies must first obtain 
a “voting permit" from the Board of Governors; and (2) limitations on 
the creation and operation of bank holding companies. To obtain a voting 
permit, a holding company must submit to examination of its affairs and 
accumulate a suitable reserve to enable it to meet its liabilities as a bank 
stockholder. The Holding Company Act of 1956 defines a bank holding 
company as any company that controls the voting power over 25 per cent 
of the voting shares of each of two or more banks, or in any manner 
controls the election of a majority of the directors of two or more banks. 
Any company, whether engaged in banking or other forms of business, 
in which the bank holding company controls 25 per cent or more of the 
voting shares, or controls the election of a majority of the directors, is 
known as a subsidiary. To give the Board of Governors of the Federal 
Reserve System control over the expansion of bank holding companies, 
the law requires that prior approval by the Board must be obtained for 

(1) acts that result in the establishment of a bank holding company; and 

(2) any future acquisitions by bank holding companies of voting shares 
of banks if the result is to give them control of more than 5 per cent of 
such shares. Likewise, prior approval of the Board is required before the 
purchase of the assets of a bank by a bank holding company or for a 
merger of bank holding companies. In granting or withholding approval 
of such actions the Board consults with the bank supervisory agencies 
and must take into account the financial history, prospects, and manage- 
ment of the banks and holding companies concerned, as well as the needs 
of the communities served and the probable effect upon sound banking 
and the preservation of competition. The Board's decisions are subject 
to review by the Federal Court. 15 

Yet another legal restraint is placed upon the extension of holding 
company banking by the requirement that bank holding companies may 
not acquire any voting shares or interest in banks located outside the 
holding company's home state unless the laws of the state in which such 
banks are located specifically authorize such purchase by out-of-state 
holding companies. 

To cope with the danger that nonbanking subsidiaries of bank holding 
companies may borrow from banking subsidiaries, the law provides that 


15 Federal Reserve Bulletin , May 1956, pp. 444-449; and August 1956, p. 835* 
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bank holding companies, within a limited time, must divest themselves 
of ownership of voting shares of all nonbanking subsidiaries. Exception 
is made for subsidiaries holding properties used by subsidiary banks or 
whose business is incidental to carrying on banking business. In addition, 
it is made illegal for any bank to purchase the securities of or make loans 
to a holding company of which it is a subsidiary or to any other sub- 
sidiary. 

Chain bank regulation. Chain banking, being informal and involving 
stock ownership in banks by one or a number of individuals, with com- 
mon officers and directors, is less exposed to special regulatory control. 
However, the Clayton Act provides that no private banker, director, 
officer, or employee of any member bank shall at the same time be a 
director, officer, or employee of any other bank, state or national, except 
that: (1) the Board of Governors may grant a permit in the case of one 
other bank; and (2) restrictions do not apply to banks 90 per cent of 
whose stock is owned by the United States, banks in liquidation, foreign 
banking corporations, banks 50 per cent of whose stock is owned by 
the stockholders of another member bank, banks not located in the same 
town or city (or a contiguous one), and banks not engaged in the same 
class of business. 


Questions for Study 


1. Why, in the early days, was there so much popular enthusiasm for bank 
loans based on land security? 

2. Why did the early commercial banks lending to business succeed so much 
better than did the banks lending on land? 

3. Why did early banking laws pay so much attention to the note-issuing 
function? 

4. Where did wildcat banks get their name? Why were their note issues so 
often in default? 

5. In what manner could and did the First and Second Bank of the United 
States impose restraint upon the note issues of state banks? 

6. What principles incorporated in the early state free banking systems were 
later found in the national banking system? In the Federal Reserve Banks? 

7. What were the main accomplishments of the national banking system? 
What were its serious limitations? 

8. What part did each of the following play in the development of periodic 
banking crises before 1914? 

a) seasonal variations in business and agriculture 

b) the bond security requirements for national bank notes 
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c) the interest paid by Wall Street banks on country bank deposits 
with them 

d) legal reserve requirements 

e) the absence of a central bank 

9. Why have American banks expanded through mergers? 

10. What are the main characteristics of: 

a) holding-company or group banking 

b) branch banking 

c) chain banking 

What are the advantages and disadvantages of each? 

11. In what way or for what reasons may “trade area" branch banking be 
superior? 



chapter sixteen 


THE FEDERAL RESERVE BANKS 


During its first forty years the national banking system was plagued by 
periodic crises and breakdowns. The commercial banks, it will be recalled, 
had the habit of sending seasonal excess cash accumulations to Wall 
Street to become the foundation for increased speculative loans on the 
Stock exchange. In more critical years the country banks found these 
funds unavailable when needed during the busy season because of the 
impossibility of forcing a sufficient reduction of stock market loans on 
an overextended market. At such times there was no refuge to be had 
in an increase in the currency. The country’s supply, consisting of United 
States notes, silver and gold certificates, coins, and national bank notes, 
was entirely inelastic in any short-run sense. Obviously, there was need 
for a central bank capable of expanding the currency to meet the country’s 
varying cash needs. A central bank is a place of refuge— a "lender of last 
resort” for the money market. As such it necessarily must possess sufficient 
capacity for creating additional supplies of currency and bank reserves 
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to enable it to relieve monetary stringencies as they arise. This capacity 
is almost unlimited in the case of central banks with no obligation to 
maintain a given level of gold reserves against liabilities. However, the 
case is different with the Federal Reserve Banks which are required to 
maintain minimum gold certificate reserves amounting to 25 per cent 
of their deposit and note liabilities. To insure their ability to perform 
their central banking function they must carry an adequate amount of 
gold certificate reserves in excess of the minimum legal requirement. 1 

After the banking crisis of 1907, Congress created the National Mone- 
tary Commission to investigate the problems of money and banking 
reform. The results of its studies furnish a voluminous source of historical 
information on banking experiences before 1910. It was the Commission s 
recommendation that a central bank be established. In 1913, Congress 
passed the Federal Reserve Act calling for a regional system of central 
banks under the general supervision of a Federal Reserve Board, the 
predecessor of the present Board of Governors of the Federal Reserve 
System. The regional system of twelve banks, rather than a central bank 
with branches, was chosen to allay the fear of domination by the “Money 
Trust” of Wall Street. 

The Function of Central Banks 

Central banks are creators of “central bank money” in the form of their 
own notes and deposits. Such money is available to commercial banks 
(1) to satisfy legal reserve requirements; and (2) to provide the funds 
needed by individual banks to meet obligations to other banks and to 
customers wanting cash or currency for general circulation. 

Originally, central banks were solely concerned with their position of 
“lenders of last resort.” Their purpose was to provide currency and 
reserves needed by the banks as they met the varying needs of the 
economic community. Put another way, the central bank was expected, 
by discounting commercial paper and making loans, to provide funds 
needed “to facilitate trade and commerce” and to insure that banks had 
adequate funds to enable them to finance the legitimate short-term credit 
needs of business. If it accomplished this, it had discharged its obligation 
as a central bank. This essentially was the view of the founders of the 
Federal Reserve System. 2 

1 To be sure, the Board of Governors of the Federal Reserve System has the au- 
thority temporarily to suspend these legal reserve requirements. Such suspension can 
only be considered an emergency measure rather than a regular procedure. 

2 The Federal Reserve Act is headed: “An Act to provide for the establishment of 
Federal reserve banks, to furnish an elastic currency, to afford means of rediscounting 
commercial paper, to establish a more effective supervision of banking in the United 
States, and for other purposes.” 
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The ability of the central bank to create new reserves and new cur- 
rency for the commercial banks carries with it grave responsibilities. The 
capacity to create money and bank reserves, or to withhold their creation, 
gives the central bank power to permit business overexpansion and boom, 
or to impose, through tight credit policy, deflationary pressure upon the 
economy. Consequently central bank functions have been recognized as 
extending beyond that of a mere lender of last resort, important as that 
is. The modern view is that, in addition to providing seasonal and emer- 
gency sources of cash for member banks, central banks also must exercise 
their reserve and currency-creating powers so as to promote full employ- 
ment and economic growth and, at the same time, to resist inflationary 
pressures of booms and the deflationary aspects of depressions. This 
view goes far beyond the original injunction in the Federal Reserve Act 
that the System was created to provide an elastic currency by the redis- 
count of commercial paper. These rather ambitious goals of monetary 
and credit policy of central banks have grown out of the belief that 
monetary policy can be and ought to be used in the interest of reducing 
economic fluctuation and improving the functioning of the economy. 

The actual functions performed by the Federal Reserve System fall 
naturally into two categories. The first involves the System's responsibility 
for making available and controlling the volume of cash reserve funds 
of the commercial banks. In this category lies the responsibility for: (1) 
the liquidity of individual commercial banks, that is, the availability of 
cash to meet irregular cash needs; (2) the elasticity of currency and 
credit needed to meet seasonal and other requirements of the economic 
system; and (3) such control of the volume of reserve cash as may best 
promote economic stability and employment. The primary functions of 
any central bank fall into this category. These are the functions that 
necessitate the development and application of what is called central 
bank credit policy , consideration of which must be postponed until later. 

The second category of functions of the Federal Reserve System 
includes the performance of numerous tasks essential both to the smooth 
and proper working of the commercial banking system and to the con- 
venience of the United States Treasury. In spite of their routine and 
ministerial character, these tasks or functions are highly important. But 
they seldom involve the considerations of high policy that characterize 
the exercise of the control over credit. Included in this second category 
is the task of operating the Federal Reserve check collection system and 
wire transfer service, which we have already examined. In addition, there 
are vital functions performed for the Treasury as its fiscal agent. In this 
capacity the Federal Reserve Banks collect and hold on deposit for the 
Treasury billions of dollars' worth of checks each year received from 
taxpayers and other sources of government revenue. They also pay gov- 
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ernment checks and bond coupons. In addition, the Federal Reserve 
Banks act as intermediaries between the Treasury and the money market 
when the Treasury wishes to issue securities, and they may, within 
limits, lend directly to the Treasury. 

The Federal Reserve System and the availability of bank reserves. 
As was indicated above, one of the primary functions of the Federal 
Reserve System is to provide additional cash reserve funds needed by 
the commercial banks. The need for such additional funds by individual 
banks arises from their losses incident to their normal banking operations. 
If such individual banks are to be able to function normally and properly, 
they need a ‘lender of last resort” to which they may confidently turn 
whenever seasonal and irregular losses of funds cause an impairment of 
required reserves. The commercial banks as a whole system require 
additional cash reserves because of seasonal and other developments 
that bring increased currency and reserve requirements. 

The Federal Reserve Banks are required by law to maintain gold 
certificate reserves equal to not less than 25 per cent of their note and 
deposit liabilities. Consequently, in order that they may be able to extend 
credit and increase the quantity of their deposits and notes as they are 
needed by the commercial banks and the money market, they must 
maintain an adequate quantity of gold certificate reserves above the 
legal minimum requirements. To perform their central banking function 
they must, therefore, scrupulously avoid seeking to make full use of 
their lending and investing capacity. In this respect, unlike private com- 
mercial banks, the Federal Reserve Banks must remain divorced from 
the goal of maximum profits. Instead, they must extend credit only in 
the light of the over-all public need. Good public policy, not profits, must 
be their goal. 

Member banks carry their cash reserves mainly in the form of deposits 
in the Federal Reserve Banks and Federal Reserve notes. 3 Before 1933 
the banks sometimes held and paid out into circulation standard money 
in the form of gold coin and gold certificates. This they are no longer 
allowed to do. Additions to the monetary gold supply, therefore, now 
appear as gold certificate reserves in the Federal Reserve Banks, where 
they act as a reserve base for Federal Reserve deposits and notes. Ob- 
viously this “economizes” the use of gold and increases the amount of 
bank reserves and currency that can be created by the Federal Reserve 
Banks. 

The general structure of the Federal Reserve System. The founda- 
tion upon which the Federal Reserve System rests is the member banks. 


3 Other currency issued by the Treasury appears also in the tills of banks. This in- 
cludes United States notes (greenbacks), silver and silver certificates, and minor coin. 
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All national banks and the more important state-chartered banks are 
members of the system. The member banks purchase stock in, and 
therefore own, the Federal Reserve Banks of their own district. The coun- 
try is divided into twelve districts, each designed to include an important 
trading area and to be of sufficient size for each Federal Reserve Bank, 
when originally organized, to have a subscribed capital equal to the re- 
quired minimum of $4 million. The map on page 235, Fig. 16.1, shows the 
district boundaries and the location of the individual Federal Reserve 
Banks and their branches. The two new states of Hawai and Alaska are 
included in the San Francisco District (Number 12). 

Technically, each of the twelve Federal Reserve Banks acts as a central 
bank for its own district. It carries the deposited reserves of its member 
banks and it lends them cash reserves when more are needed. In actual 
practice, however, the Federal Reserve System as a whole should be 
thought of as comprising a central bank for the whole country. Through 
the unifying influence of the Board of Governors of the Federal Reserve 
System and the Open Market Committee, whose specific functions will 
be considered later, the policies and activities of the twelve individual 
reserve banks are closely tied together. In many ways their operations 
resemble those of a single central bank with twelve branches. Therefore, 
as a point of departure in the study of central banking in the United 
States, we shall examine the combined asset and liability statements of 
all of the Federal Reserve Banks. 


Federal Reserve Bank Management 

Each Federal Reserve Bank has a nine-man board of directors, six of 
whom are elected by the member banks and the remaining three ap- 
pointed by the Board of Governors of the Federal Reserve System in 
Washington, D.C. Of the three so appointed, one is called the Federal 
Reserve Agent and is chairman of the Bank's board of directors. The 
chief administrative officer is the president, chosen by the board of 
directors for a five-year term and subject to the approval of the Board 
of Governors. 

Although each Federal Reserve Bank is directly administered by its 
own board of directors and by its president and other officers appointed 
by the board, the individual bank is not an independent agency so far 
as matters of policy are concerned. It will be remembered that the chair- 
man, known as the Agent , and two other members of the board of di- 
rectors, are chosen by the Board of Governors in Washington, D.C. The 
Agent is the Board of Governors' official representative in all deliberations 
dealing with the affairs of the bank. Consequently he is in a strategic 
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position to interpret and enforce the policy decisions of Board of Gov- 
ernors at the district level. 

The chief executive body of the Federal Reserve System is the Board 
of Governors. It is made up of seven members, appointed by the President 
and approved by the Senate, 4 with due regard to a fair representation 
of the financial, agricultural, and commercial interests of the country.” 
Appointments are for fourteen-year terms; they are so arranged that 
only one will expire during any two-year period. After they have served 
a full fourteen-year term, members of the Board may not be reappointed. 
Moreover, they may not resign before the end of their terms and accept 
any position with a member bank within two years. Two members of 
the Board are appointed chairman and vice-chairman, respectively, for 
four-year periods. 

Powers of the Board. Some of the regulatory powers of the Board 
of Governors have already been noted. It regulates margin requirements 
on security loans, maximum interest payments on time deposits, and, 
within the legal limits set by law, the legal reserve requirements for 
member banks. It has other significant powers over the operations of the 
Federal Reserve System. These include, among others: 

1. Approval of the discount rate fixed by each Federal Reserve Bank. 

2. Examination of the affairs of both member banks and the Federal 
Reserve Banks, and the publication of weekly statements of the condi- 
tion of each of the latter. 

3. The suspension of reserve requirements for member banks and the 
Federal Reserve Banks for limited periods in times of emergency, and 
the application of certain statutory penalties against reserve deficiencies 
of the Federal Reserve Banks. 

4. The suspension or removal of officers and directors of the Federal 
Reserve Banks for cause; and the removal of officers and directors of 
any member bank which continues to violate the law or engage in un- 
sound banking practices after being warned. 

5. The establishment of regulations that interpret the application of 
the Federal Reserve Act. 

The Open Market Committee. The credit extended by the Federal 
Reserve Banks through their open market operations now makes up the 
major share of all Reserve Bank credit. In earlier years each Federal 
Reserve Bank bought and sold securities in the open market more or less 
to suit itself. Since 1935, however, the open market operations of the 
Reserve Banks have been under the control of the Open Market Com- 
mittee. This committee is composed of the seven members of the Board 
of Governors plus five representatives of the Federal Reserve Banks. 
These five include the President of the Federal Reserve Bank of New 
York and four others chosen from the presidents and first vice-presidents 
of the other Federal Reserve Banks. 
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The Open Market Committee, meeting frequently during the year, 
establishes broad policies as to timing and general direction of credit 
policy— whether one of easy money, neutral, or tight money. The execu- 
tion of these policies is left by the Committee to a vice-president of the 
Federal Reserve Bank of New York, known as the Manager of the 
Federal Reserve System Securities Account. From day to day the Man- 
ager purchases and sells U.S. securities in the open market to bring 
about such changes in the reserves of member banks as are needed to 
satisfy the Committee’s general policy decisions. The instructions given 
the Manager are in general terms with certain maximum limits within 
which he may operate in purchasing and selling securities to influence 
money market conditions. It is understood, however, that in carrying out 
his instructions to ease or tighten the money market, the Manager of the 
Securities Account must first take into account current day-by-day 
developments that affect bank reserve positions. For example, as we 
learned in Chapter 10, such things as changes in the size of the Federal 
Reserve float, changes in the quantity of money in circulation, the shift- 
ing of Treasury funds between member banks and the Federal Reserve 
Banks may all cause changes in the aggregate level of member bank 
reserves. It is important, therefore, in applying credit policy measures, 
that short-run excesses or shortages in member bank reserves be offset 
from day to day to avoid random shifts affecting the ease or tightness 
of the market. Only after this is done can fundamental credit policy 
measures be applied. 4 

The Federal Reserve Banks 

An examination of the combined balance sheet of the Federal Reserve 
Banks shown in Table 16.1 will help to introduce us to the nature of their 
structure and general characteristics. 

Cash assets. The cash assets of the Federal Reserve Banks contain 
one main item, gold certificates, and a quantitatively less important item, 
"other cash.” Gold certificate holdings rise whenever the Treasury 
deposits certificates issued against newly purchased gold. They decline 
whenever individuals, through their member banks, purchase gold for 


4 The need for such offsetting actions by the Manager of the System's Security Ac- 
count is referred to as defensive responsibilities in contrast to the dynamic actions 
taken to change over-all trends in money market conditions. Cf. Robert V. Roosa, 
Federal Reserve Operations in the Money and Government Securities Markets, Fed- 
eral Reserve Bank of New York, 1956, pp. 7-10. 

For more detailed information as to the translation of the Open Market Commit- 
tee's policy decisions into action see “Federal Reserve Open Market Operations in 
1962," Federal Reserve Bulletin, April 1962. 
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industrial use from the Treasury or whenever the Treasury releases gold 
for export . 5 

Table 16.1 


Statement of Condition of All Federal Reserve Banks, June 30, 1963 * 
(In millions of dollars) 


Assets 


Liabilities 


Gold certificate reserve 

15,457 

Federal Reserve Notes 

30,670 

Federal Reserve notes of other 


Deposits: 


banks 

328 

Member bank 


Other cash 

366 

reserve accounts 16,965 

Discounts and advances: 


U.S. Treasury 

806 

Secured by U.S. Govt. 


Foreign 

175 

securities 

90 

Other 

242 

Other 

6 


— 

Acceptances bought outright and 
under repurchase agreement 

43 

Total deposits 18,188 

Deferred availability cash items 4,870 
Other liabilities and accrued 

U.S. Government securities: 


dividends 

71 

Bought outright 

31,988 

Held under repurchase agree- 


Total liabilities 

53,799 

ment 

39 

Capital Accounts: 


Uncollected cash items 

6,508 

Capital paid in 

481 

Bank premises 

102 

Surplus 

934 

Other assets 

387 

Other capital accounts 

100 

Total assets 

55,314 

Total liabilities and capital 




accounts 

55,314 


Ratio of gold certificate reserves to deposit and note liabilities = 31.6% 

Total Federal Reserve notes outstanding (issued to the Federal 

Reserve Banks) $32,014 

Collateral held against notes outstanding: 

Gold certificates 7,243 

Eligible paper 23 

U.S. Government securities 25,674 

Total collateral $32,940 

* Federal Reserve Bulletin. 

"Other cash” consists of various kinds of other Treasury issues, includ- 
ing United States notes, silver currency, silver certificates, and minor 
coin. Whenever the Treasury issues new silver certificates or new coin, 

5 The domestic users of gold offer checks on member banks in payment for gold 
purchased from the Treasury. The Treasury pays out the gold and ‘"buys back” for 
retirement an equal amount of gold certificates from the Federal Reserve Bank. The 
final result is that the individual purchaser of gold has given up claims against the 
member bank, the latter finds its reserve balance (deposit) with the Federal Reserve 
Bank reduced, and the Federal Reserve Bank has lost the same amount in gold certifi- 
cate reserves. A similar result occurs when gold is exported. 
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“other cash” of the Federal Reserve Banks tends to rise. Variations in 
this item normally reflect changes in circulation requirements. Whenever 
a particular member bank finds its tills oversupplied with currency and 
coin, it ships the surplus to the Federal Reserve Bank for deposit on its 
reserve account. Outflows of coin and small paper currency into circu- 
lation reverses the process. Whenever a member bank sends cash funds 
to its Federal Reserve Bank for deposit, all except Federal Reserve notes 
becomes "other cash” among the Federal Reserve Bank assets. 6 

Earning assets. Federal Reserve Banks hold two types of earning 
assets. The first, discounts and advances, arises from loans to member 
banks. 7 This class of earning assets is relatively small in comparison with 
the holdings of government securities. The second and quantitatively 
more important class of earning assets is United States Government 
securities. These were purchased in large amounts during World War II 
to provide banks with reserves and currency needed to meet the require- 
ments of the times. After the war, securities were purchased to provide 
support to the price of government obligations. Now, the holdings of 
government securities, mainly short term, reflect current Federal Reserve 
credit policies. 

Federal Reserve Bank earning assets are mainly significant in that they 
measure the contribution of the Federal Reserve Banks to the supply 
of member bank reserves and the country's currency. Incidentally, the 
earning assets provide the necessary income out of which the operating 
expenses of the System are met and the dividends on Federal Reserve 
Bank stock are paid. 

The remainder of the Federal Reserve Bank assets are: (1) uncol- 
lected cash items; (2) bank premises; and (3) “other assets.” Uncol- 
lected cash items consist of checks received for collection from member 
banks. When first received they become “deferred availability credit” 
for member banks, an item appearing on the liability side of the Federal 
Reserve balance sheet. Presumably, as these checks are collected by 
being charged against the reserve balances of member banks required 
to pay them, an equal amount of deferred availability credit is transferred 
into full reserve credit for the banks that sent them in for collection. 
Because member banks need to know when checks sent in for collection 


6 When a member sends in Federal Reserve notes for deposit they are either retired 
directly, if they are the notes of that particular bank, or they are carried as 4 notes of 
other Federal Reserve Ranks.” Formerly Federal Reserve notes issued by other banks 
had to be returned to the issuing bank for redemption, This provision was removed by 
the act of July 19, 1954. 

7 Nonmember banks may also borrow from the Federal Reserve Banks on the se- 
curity of U.S. obligations with special permission of the Board of Governors. This 
privilege is now rarely extended. 
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are made available for legal reserve purposes, the Federal Reserve Banks 
grant full reserve credit for deferred availability items after the expira- 
tion of a stated time after their receipt. Sometimes banks receive full 
reserve credit for items that have not yet actually been collected and 
deducted from other banks’ reserves. The difference, known as Federal 
Reserve float , represents a form of Federal Reserve credit extended to 
member banks, and increases by that amount the total reserve accounts 
of member banks. In the balance sheet shown in Table 16.1, “uncollected 
cash items” are $6,508 million and “deferred availability items” are $4,870 
million. Consequently the float at that time was $1,638 million. The item 
“bank premises” needs no explanation. “Other assets” include such things 
as premiums on securities and accrued interest. 

Federal Reserve Bank obligations. The outstanding liabilities of the 
reserve banks are deposits and notes. These obligations originate in the 
same manner as do those of ordinary banks— namely, from the deposit 
of cash and the making of loans. Further, they resemble the deposit and 
note obligations of ordinary banks in another way: to the owners of 
such obligations they are the equivalent of cash. 

It thus happens that the cash resources of ordinary banks are made up 
mainly of the obligations of the Reserve Banks; to a lesser extent, silver 
certificates. United States notes, and coin constitute a part of the cur- 
rency held by banks. In general, variations in the cash resources of 
member banks and currency in hand-to-hand circulation consistently 
reflect variations in the obligations of the Reserve Banks. 

Federal Reserve notes in circulation. The largest single type of 
Federal Reserve Bank liability is Federal Reserve notes in circulation. 
Whenever a member bank finds that cash withdrawals by depositors are 
unduly reducing till money supplies, the member bank can obtain cash 
from its Federal Reserve Bank. The cash paid out to the member bank 
is deducted from the member’s balance at the Reserve Bank. 

Deposits of the Federal Reserve Banks. As can readily be seen by 
referring to the Federal Reserve Bank balance sheet in Table 16.1, mem- 
ber bank balances comprise the bulk of the deposits of the Federal 
Reserve Banks. The remainder consists of deposits of the United States 
Treasury, deposits of foreign banks, and “other deposits.” The last in- 
cludes clearing balances of nonmember banks and deposits of numerous 
governmental departments and agencies other than the Treasury. 

Federal Reserve Bank deposits, largely member bank legal reserves, 
originate in the following ways: 

1. From the Treasury’s deposit of gold certificates and other newly 
issued Treasury currency. 

2. From the deposit of currency and coin by member banks. 

3. From the expansion of credit by the Federal Reserve Banks, either 
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by making loans to banks or by the purchase of government securities 
in the open market. 

4. From deposits of dollar funds by foreign central banks. 

The capital accounts of the Federal Reserve Banks. As with other 
banks, the Federal Reserve Bank capital accounts fall into three cate- 
gories: 

1. Paid-in capital 

2. Surplus 

3. Other capital accounts 

The paid-in capital is provided by member banks. Each member is 
required to subscribe to Federal Reserve Bank stock to an amount equal 
to 6 per cent of its own capital and surplus. Of this it pays in one-half, 
leaving the other half subject to call. If a member bank’s capital and 
surplus are increased or decreased, its stock subscription is correspond- 
ingly modified. The stock bears double liability. Member banks receive 
only 6 per cent cumulative dividends on the par value of the paid-in 
stock. 

The Federal Reserve Bank surplus account is accumulated in the usual 
way after all expenses and dividends are paid. The present rate of ac- 
cumulation of earned surplus is modest. Before 1933, the law provided 
that after the surplus accounts reached a level equal to the Banks’ sub- 
scribed capital (or twice the paid-in capital), only 10 per cent of their 
net earnings should go to surplus and the remaining 90 per cent should 
go to the Treasury. In 1933, Congress put one-half of the Federal Reserve 
Bank surplus accounts into the capital stock of the newly formed Federal 
Deposit Insurance Corporation. At that time, and until the outbreak of 
World War II, the net earnings of the Federal Reserve Banks were 
extremely low. Consequently the law was modified to permit all net 
earnings to be carried to surplus without any limit. 

During World War II the situation changed sharply. Federal Reserve 
Bank earnings from their holdings of government securities were high, 
and at the end of 1947 their combined surplus accounts were larger than 
the subscribed capital. The Board of Governors then invoked its power 
to levy an interest charge on Federal Reserve notes issued against non- 
gold collateral. This change was so regulated as to restore, in effect, the 
law governing surplus accumulations before 1933, when 90 per cent of net 
earnings went into the Treasury after surplus equalled the subscribed 
capital. Beginning in 1959 the Board of Governors adopted the policy 
of maintaining Federal Reserve Bank surplus accounts at a level equal 
to twice the paid-in capital. Consequently, after the payment of dividends 
to member bank stockholders and any necessary allocations to the surplus 
accounts of particular banks to fulfill the policy, all remaining earnings 
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are transferred to the U.S. Treasury. Since Federal Reserve earnings are 
mainly derived from interest on their government security holdings, this 
practice is commendable. 8 

Collateral and Reserve Requirements 
of the Federal Reserve Banks 

Collateral requirements for Federal Reserve notes. A traditional rule, 
established by the free banking systems of the first half of the nineteenth 
century and continued under the national banking system, found its way 
into the Federal Reserve Act when, in 1913, it authorized the creation of 
the Federal Reserve System. This rule was that bank note currency should 
be backed by sound collateral. Such a rule was entirely understandable 
when private banks had the note-issuing privilege. There appears to be 
little if any reason for it in the case of note issues of central banks. Never- 
theless, for good or ill, all Federal Reserve notes must be based upon 
collateral. 

The original purpose for the creation of the Federal Reserve System, 
with its note-issuing powers, was to escape the periodic crises in the 
money market. Consequently care was taken to insure an adequate supply 
of currency to meet the needs of business as they arose. Therefore, al- 
though the new law insisted upon collateral for note issue, it sought to 
avoid the awkward rigidity of the old national bank note currency by 
requiring as collateral something believed to reflect the current needs 
of business. Member banks needing currency were expected to redis- 
count at the Federal Reserve Banks short-term business and agricultural 
paper of a self-liquidating type. The Federal Reserve Banks could deposit 
such rediscounted paper with the Federal Reserve Agent, who is not only 
the chairman of the board of directors of the bank but also has custody 
of unissued notes received from the Board of Governors in Washington, 
D.C. This requirement that paper rediscounted by member banks with 
the Federal Reserve Banks be used as collateral was designed to insure: 
(1) an ample supply of currency to satisfy the needs of trade; and (2) 
the later retirement of such currency by repayment of the commercial 
paper collateral as the currency needs declined. 

Gradually, over the years, the collateral requirements against Federal 
Reserve notes were relaxed by increasing the list of assets that the Fed- 
eral Reserve Banks might offer to the Agent as collateral. When member 
banks were given the privilege of borrowing for fifteen-day periods on 


8 Cf. Federal Reserve Bulletin , January 1960, p. 24. In 1962 the U.S. Treasury re- 
ceived such interest payments to the amount of $799.3 million. Annual Report of the 
Board of Governors , 1962. 
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the security of U.S. obligations or on paper eligible for rediscount, such 
member bank notes were made acceptable for use as Federal Reserve 
note collateral. Also, to facilitate the assembly of gold coin and certificates 
in the hands of the Federal Reserve Banks, gold and gold certificates 
were made eligible for use as collateral for notes obtained from the Agent. 
Finally, in the depression year of 1932 Federal Reserve Banks were al- 
lowed to offer U.S. obligations as collateral. This privilege, grudgingly 
granted at first on a two-year temporary basis, was finally made perma- 
nent. Its necessity became apparent in the light of the great expansion 
of money in circulation, mainly Federal Reserve notes, at a time when 
nearly all Federal Reserve Bank assets were U.S. obligations and gold 
certificates. At the bottom of Table 16.1 the various types of collateral 
behind Federal Reserve notes in 1963 are listed. The overwhelming 
importance of U.S. Government securities is plainly seen. 

Several observations may properly be made in respect to the collateral 
requirement. 

1. It applies to notes issued by the Agent to the Federal Reserve 
Bank. 

2. It must be equal at least to a full 100 per cent of the notes issued. 

3. The Board of Governors may require additional collateral if needed. 

4. There is no required proportion of specific kinds of collateral. It 
may consist altogether of any one kind of collateral or any proportion of 
the various types, at the convenience of the bank. 

5. There no longer appears to be any good reason, either in theory 
or practice, for maintaining the solemn fiction that collateral requirements 
in some way -make Federal Reserve notes safer or insure that the money 
supply fits the needs of trade. 

6. The collateral requirement is separate and distinct from the legal 
reserve requirement for the Federal Reserve notes. The Federal Reserve 
Banks must hold 25 per cent gold certificate reserves against both de- 
posit and note liabilities. This reserve requirement applies to Federal 
Reserve notes only after they have been put into actual circulation by 
delivery to the member banks. It so happens that, in satisfying the 25 
per cent reserve requirement against notes, any gold certificates de- 
posited with the Agent may be counted as reserve. 

The Board of Governors may, through the Agent, grant or reject an 
application of a Reserve Bank for Federal Reserve notes. Furthermore, 
it may levy an interest charge, if it sees fit, on notes issued against col- 
lateral other than gold certificates. It is under this authority that the 
Board of Governors transfers excess earnings of the Federal Reserve 
Banks to the Treasury. 

Federal Reserve Bank reserve requirements. As we know, the Federal 
Reserve Banks are required to carry 25 per cent gold certificate reserves 
against their deposit and note liabilities. Such requirements were com- 
mon in laws governing central banks during the 1920's. However, when 
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the depression of the 1930’s caused a general abandonment of the gold 
standard these rules were generally withdrawn. Of what value are such 
requirements? Do they add to the security of the domestic currency? 
Do they insure the convertibility of the currency for purposes of maintain- 
ing its foreign exchange value? Do they serve any useful purpose in the 
present-day world? 

Because central bank required reserves, like those of commercial banks, 
must be left intact, operating reserves in excess of the legal minimum 
must be kept on hand. The Federal Reserve Banks, for example, have 
quite properly tried always to maintain a substantial cushion of reserves 
above the minimum requirements so that they may: (1) expand their 
credit when additional currency and bank reserves are needed; and (2) 
give up gold for export and for industrial uses without forcing a liquida- 
tion of domestic credit system. 9 

Required reserves for central banks appear to be useful mainly as 
window dressing to satisfy popular demand for high reserves and to put 
a top limit on the total volume of central bank credit that may be created 
on the basis of the existing quantity of standard money reserves. How 
valid and justified are these reasons? First, as to the window-dressing 
effect, there is no doubt that public opinion on the soundness of the 
currency may sometimes be influenced by the presence or absence of 
substantial central bank gold reserves. This psychological effect is 
stronger when gold convertibility is maintained than when otherwise. 
There is no evidence, for example, that the transfer of the gold reserves 
from the Bank of Canada and the Bank of England to a government 
agency at the outbreak of World War II caused any serious loss of 
confidence in the inconvertibility currency issues of the banks. The 
second result of required minimum reserves is the limiting effect upon 
the volume of central bank credit. In the absence of an adequate policy 
of credit restraint such a limit may be desirable. In 1919-1920, after the 
First World War, credit expansion and inflation in the United States, 
based upon freely available Federal Reserve Bank credit, created a highly 
unstable situation that resulted in collapse. The boom was brought to a 
halt, belatedly, partially because of the exhaustion of the excess reserves 
of the Federal Reserve Banks. However, more often than not, the limiting 
effect of central bank reserve requirements is of little practical value. 
As a protection against inflationary overexpansion they tend to appear 


9 In 1945, when the Federal Reserve credit expansion during the war had reached 
the point at which the gold certificate reserves had begun to approach the minimum 
requirements in force at that time (40 per cent against notes and 35 per cent in gold 
certificates and other lawful money against deposits). Congress, at the request of the 
Board of Governors, reduced the reserve requirements to the present 25 per cent in 
gold certificates against both notes and deposits. 
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too late. In our own case today, monetary policy is strongly influenced 
by domestic credit needs. So far as over-all policy is concerned, minimum 
gold certificate reserve requirements seem unnecessary as a method of 
limiting the domestic supply of money. These requirements have the 
awkward result of immobilizing a large fraction of the country's gold 
stock (roughly $12.2 billion in 1963). This gold cannot be made available 
for meeting gold export demands without creating a violent domestic 
deflation. Earlier, when our gold reserves were much higher, this situa- 
tion was unimportant. However, only about $3.2 billion of excess gold 
reserves freely available to meet export demands of foreign holders 
of short-term dollar claims remained in 1963. Consequently there have 
been suggestions made that the minimum gold certificate reserve require- 
ments of the Federal Reserve Banks be removed. 


The Question of Ownership of the Federal Reserve Banks 

As we already know, the stock of the Federal Reserve Banks is owned 
by the member banks. As owners they receive 6 per cent cumulative 
annual dividends and are entitled to participate in the election of six 
of the nine members of the board of directors of their respective Federal 
Reserve Bank. There exist two points of view in respect to member bank 
stock ownership. The first is that such ownership tends to put control 
of the Federal Reserve Banks in the hands of the bankers rather than 
in the hands of the government. This is considered good because it helps, 
in some small measure, to insure independence of the System from exces- 
sive Federal control. The validity of this contention is subject to serious 
question. Though the bank-elected directors might seem to dominate 
the operating policies of the several banks through selection of officers, 
the Board of Governors has direct lines of authority in each Federal Re- 
serve Bank through its appointment of the board chairman (the Agent) 
and two other members and by its power to approve or disapprove of 
the directors' choice of president. Furthermore, it determines the dis- 
count rate on member bank borrowings. 

The other school of thought holds the view that member bank owner- 
ship of stock should be terminated and thus put complete control into 
the hands of governmental agencies. The arguments for this are: (1) 
that dividends on stock ought to go to the Treasury instead of to member 
banks; and (2) that complete governmental control is more appropriate 
for central banks. The last point hinges largely on the suspicion of ad- 
vocates of low interest rates that member bank ownership may result in 
policies pleasing to the members. Particularly, commercial banks profit 
from high interest rates, and member bank stock ownership may influence 
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the Federal Reserve authorities to favor high rather than low interest 
rates. Holders of this view desire to abolish member bank Federal Re- 
serve Bank stock ownership through its retirement. 10 


Membership in the Federal Reserve System 

When the Federal Reserve System was organized in 1914, national 
banks were required to become members and to subscribe to stock in 
the Federal Reserve Banks. State banks, however, were not subject to 
this compulsion and at first they quite generally refrained from joining. 
During World War I many state banks, particularly those of the larger 
cities, entered the system as a matter of patriotic duty. Even so, most 
state banks remained outside. The number of member and nonmember 
banks, as of 1962, and the resources of each class, are shown in Table 16.2. 


Table 16.2 

Federal Reserve Member Banks and Nonmember Banks, December 1962 



Number 
of Banks 

Total Resources 

Ratio of each class of banks 
to total resources of 
commercial banks 

National banks 

4,505 

$160,657,000,000 

54.1% 

State member banks 

1,544 

88,831,000,000 

29.9 

All member banks 

6,049 

$249,488,000,000 

84.0% 

Nonmember banks 

7,380 

$ 47,628,000,000 

16.0% 


The case for requiring state banks to become members. A number 
of reasons are sometimes advanced for requiring all commercial banks, 
both state and national, to belong to the Federal Reserve System. These 
reasons include the following: 

1. The safety, solvency, and usefulness of banks themselves would be 
improved by the access to the lending power of the Federal Reserve 
Banks in time of temporary, seasonal, or emergency needs for funds. 

2. The banking system as a whole would be strengthened by bring- 
ing all state banks under Federal Reserve supervision. 

3. Uniformly applied rules for reserve requirements would strengthen 
the hands of the Federal Reserve authorities in the application of credit 
controls. 


10 Cf. Federal Reserve Bulletin , July 1960, pp. 739-741, for testimony of the chair- 
man of the Board of Governors at a hearing of the subcommittee of the House, Bank- 
ing and Currency Committee, on a bill proposing the retirement of Federal Reserve 
Bank stock. 
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It must be admitted that these reasons for requiring all state banks to 
become members of the system do not have a wide appeal to the present 
nonmember state bankers themselves. Many state banks that have an 
active commercial banking business are already members. Moreover, 
state banks in smaller cities find their city correspondent banks willing 
and able to provide them with funds needed for seasonal and emergency 
reasons. On the positive side, state banks have specific objections to 
becoming members. These objections may be summarized as follows: 

1. Although it is now less difficult than before the capital require- 
ments were modified, some small banks find it a serious matter to attempt 
to satisfy the capital requirements for membership. 11 

2. Many state banks continue to charge exchange when remitting for 
checks presented through the mail. This privilege, an important source 
of revenue to some small banks, will not willingly be foregone in order 
to join the Federal Reserve System. 

3. Reserve requirements for member banks are often higher than for 
nonmember banks. 

4. Membership exposes a bank to a whole range of restrictions and 
regulations not experienced by the nonmember bank. 

The actual advantage of membership to the smaller state banks is 
really not very great. Through their city correspondents they are able 
to collect their out-of-town checks and to borrow funds as needed. 
Furthermore, nonmember banks at times are allowed to borrow directly 
from the Federal Reserve Banks on the security of United States Govern- 
ment obligations. It is small wonder, therefore, that they show little 
enthusiasm for membership. 


Questions for Study 


1. Why must central banks carry excess reserves if they are to be "lenders 
of last resort” to the money market? 

2. Distinguish between the early policy aims of central banks and the goals 
of credit policy of modern times. 

.3. Distinguish between the primary function of central banks and their rou- 
tine nonpolicy functions. 

4. Federal Reserve Bank policy is largely divorced from profit making. Why 
should this be? 


n To become a member, a state bank must now have capital and surplus "ade- 
quate in relation to the character and condition of its assets and to its deposit liabili- 
ties, and other corporate responsibilities.” 
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5. The Federal Reserve System is divided into twelve districts. In what way 
are the actions within these districts unified? 

6. Who is the Federal Reserve Agent? What are some of the avenues of in- 
fluence available to the Board of Governors over the general actions of 
the individual Federal Reserve Banks? 

7. What are some of the important powers of the Board of Governors? What 
is the Open Market Committee and its duties? 

8. What comprises the “other cash” assets of the Federal Reserve Banks? 
What causes changes in their volume? 

9. Examine the statement of condition of the Federal Reserve Banks in Table 

16 . 1 . 

a) How important, at that time, were member bank borrowings in com- 
parison to government securities purchased in the open market? 

b) What was the size of the Federal Reserve float? 

e) What was the reserve ratio? How much addition to the outstanding 
Federal Reserve notes and deposits could be made on the basis of 
the excess reserves of that time? 

10. Why was a collateral requirement placed on the issue of Federal Reserve 
notes? Why did this requirement fail in its purpose? Why did it prove 
a handicap to the Banks when they sought to expand the member bank 
reserves by open market purchases during the depression of the early 
1930s? 

11. What reasons can you give for having a legal reserve requirement for 
Federal Reserve Banks? 

12. How are the earnings of the Federal Reserve Banks distributed? 

13. What reasons are given for opposition to member bank ownership of stock 
in the Federal Reserve Banks? 

14. How important, relatively, are the member banks among the commercial 
banks of the country? 
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OPERATIONS OF THE 
FEDERAL RESERVE SYSTEM 


I£ the Federal Reserve Banks made no loans or investments and merely 
limited their activities to holding cash deposited with them by member 
banks, they would exercise no influence over the credit conditions of the 
money market. Only when they extend credit and thereby create Federal 
Reserve deposits, available as legal reserves for member banks, and notes 
for circulation, do they affect the monetary and banking situation. In 
such a case they can be said to be in 4 contact with the money market/" 
Such contact is genuinely effective, however, only when member banks 
are dependent upon Federal Reserve Bank credit for part of their re- 
quired reserves. The Federal Reserve Authorities have three ways in 
which they may influence the reserve position of member banks. First, 
within the range permitted by law, they may raise or lower member 
banks’ legal reserve requirements. Secondly, the Federal Reserve Banks 
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may purchase and sell securities in the open market. Thirdly, the Federal 
Reserve Banks may discount for and lend to member banks. 


Changes in Reserve Requirements 


As we learned in Chapter 10, since 1935 the Board of Governors of 
the Federal Reserve System has had authority to change the ratios of 
legal reserves to deposit liabilities which member banks must maintain 
The maximum and minimum limits within which the Board may exercise 
this option are set by the Federal Reserve Act. An increase in reserve 
requirements tends to eliminate excess reserves and create deficiencies 
in reserves requiring correction. A reduction in reserve requirements 
causes the appearance of excess reserves for member banks. During the 
1930’s, as member bank reserves rose far above requirements because 
of the heavy inflow of gold, legal reserve requirements were increased 
to the limits set by law in a vain attempt to keep the Federal Reserve 
Banks in effective contact with the money market. Since 1951 the require- 
ments have been lowered from time to time when conditions called for 
an easing of credit. 

The F ederal Reserve authorities consider frequent changes in reserve 
requirements as unsuited for use in day-to-day changes in member bank 
reserve positions. Because member banks must compute their average 
daily requirements, frequent changes in percentage requirements might 
weU be awkward and confusing. To use the favorite Federal Reserve 
expression, changing reserve requirements is a “blunt” tool to be used 
infrequently, leaving the constantly recurring problem of reserve ad- 
justment to the more flexible open market and discounting operations of 
the Federal Reserve Banks. 


In respect to changes in reserve requirements, one should note the 
effect of such changes on member bank earnings. Except when member 
banks hold an abundant supply of unused reserves, as was the case in 
the 1930 s, an increase in reserve requirements reduces the ratio of bank 
eamrng assets to deposits and consequently reduces the earnings that 
can be realized from a given amount of deposits. Since banks undergo 
expenses in acquiring and servicing deposit accounts, they quite naturally 
object to increases in reserve requirements as a method of imposing 
credit restraint. Consequently they have welcomed action by the Board 
o Governors since 1951 to reduce reserve requirements to more normal 
levels when increased excess reserves are needed to counteract depres- 
sions. This, however, has resulted in sharp criticism from persons un- 
sympathetic to the idea that improved commercial bank profits are 
needed if banking capital is to be strengthened and banks are to have 
the capacity for effective functioning. 
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Open Market Operations 

The main point of contact between the Federal Reserve Banks and 
the money market is through the open market transactions in govern- 
ment securities. Although legally allowed to purchase and sell a number 
of different types of securities, the Federal Reserve Banks in practice 
confine their dealings to trading in Treasury obligations and, on occasion, 
bankers’ acceptances. 1 

When the Federal Reserve Banks buy securities in the open market, 
member bank legal reserves increase by the amount of the purchases. 
On the other hand, the sale of securities by the Federal Reserve Banks 
causes a reduction in member bank legal reserves by the amount of the 
sale. These effects of Federal Reserve open market “operations” may 
readily be traced by some simple examples. 

How open market purchases of securities result in additions to the 
legal reserves of banks. First let us assume that the Federal Reserve 
Banks purchase $1 million worth of government securities in the bond 
market and pay for them by the issue of cashiers’ checks drawn against 
themselves. When the sellers of the securities are member banks, the 
proceeds of these checks are deposited to the member banks’ credit as 
addition to their legal reserves. The results, in terms of balance sheet 
changes for member banks and for the Federal Reserve Banks are as 
follows: 


Member Banks Federal Reserve Banks 

Assets Liabilities Assets Liabilities 

Legal reserves: No change U.S. securities: Deposits (member 

+ $1 million -f $1 million bank reserves): 

U.S. securities: + $1 million 

— $1 million 

Should the sellers of government securities bought by the Federal 
Reserve Banks happen not to be member banks, the results are the 
same so far as member banks’ reserves are concerned. For example, if 
the sellers are nonmember banks, insurance companies, or any other 
nonbank investors, again payments are made with checks collectible at 
the Federal Reserve Banks. This time the sellers deposit the checks for 
credit at member banks which in turn deposit them for credit at the 
Federal Reserve Banks. In the end, member banks receive new deposits 


1 The Federal Reserve Banks may also legally buy and sell: (1) bills of exchange 
eligible for discount; (2) tax anticipation obligations of state, county, and municipal 
governments with maturities up to six months; and (3) acceptances of the Intermedi- 
ate Credit Banks and national agricultural credit corporations. 
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and an equal amount of new legal reserves. This is shown in the following 
balance sheet changes. 


Nonbank Investor Member Banks 


Assets 

Liabilities 

Assets 

Liabilities 

Balances in 

No change 

Legal reserves: 

Deposits: 

member banks: 

-f $1 million 
U.S. securities: 


-f $1 million 

+ $1 million 

— $1 million 





Federal Reserve Bank 



Assets 

Liabilities 



U.S. securities: 

Deposits (member 



+ $1 million 

bank reserves ) : 



4- $1 million 


How open market sales of securities lower bank reserves. The open 
market sale of securities by the Federal Reserve Banks has just the 
opposite effect of that of purchases. When member banks purchase 
securities offered for sale by the Federal Reserve Banks they tender in 
payment their own checks drawn against their deposits (legal reserves) 
in the Federal Reserve Banks. The legal reserves of member banks are 
therefore depleted by the amount of the purchase. The result is that 
member banks have exchanged reserve balances for securities. When 
the purchasers of securities are nonbank investors, payment is made by 
checks on member banks. These the Federal Reserve Banks collect by 
deducting the amount from the drawee banks' legal reserves. 

The fact that dealers in government securities act as middlemen in the 
buying and selling transactions makes no difference in the ultimate 
results. Purchases of securities by the Federal Reserve Banks result in 
increases in member bank reserve accounts. Sales of securities, in turn, 
reduce members' reserve accounts. These results are in no way dependent 
upon the will or action of the member banks themselves. It is easy to 
see why open market operations have become such a powerful instru- 
ment for influencing the supply of banking reserves. 

“Involuntary" open market operations. Before April, 1955, the Federal 
Reserve Banks regularly posted a buying rate at which they would 
purchase bankers acceptances in the open market from anyone who 
wished to sell. Purchases under this arrangement were known as invol- 
untary. The purpose was solely to maintain a market for bankers" accept- 
ances by insuring for dealers and other holders a ready market at a 
fixed rate of discount. Beginning April 1955, the Federal Reserve Banks 
ceased to publish such buying rates. Instead, the Federal Reserve Bank 
of New York, under authorization of the Open Market Committee, 
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occasionally purchases acceptances from dealers, at the going market 
rates of discount, on both an outright and on a repurchase basis. 

During the Second World War, to insure an active market for Treasury 
bills, the Federal Reserve Banks posted a discount rate of three-eighths 
of 1 per cent at which they would buy Treasury bills in the open market. 
This was maintained during the war and after until July 1947, when 
the practice was terminated. While it was in effect, banks or other holders 
of Treasury bills were able to convert them into cash at any time. Today 
the Federal Reserve Banks no longer engage in “involuntary” open market 
operations. 

Dealers repurchase agreements. Since 1948 the Federal Reserve 
Banks have, on occasion, purchased Treasury bills from nonbank dealers 
in Treasury obligations, with the agreement that they will be repurchased 
within fifteen days. These agreements allow dealers to sell bills to the 
Federal Reserve Banks at current prices and later repurchase them at 
the same price, plus interest at the Bank's discount rate for the time 
involved. This practice occurs when a tightening of the money market 
has caused banks to put pressure on dealers to repay loans used to carry 
security inventories, and dealers are unable to find needed funds from 
other sources. However, dealers may initiate a sale of this kind only 
when the Federal Reserve Bank has informed them that the “window 
is open” for such repurchase agreements. 

Direct Advances to Banks 

All banks belonging to the Federal Reserve System are entitled to 
look to their Federal Reserve Banks for accommodation in time of need. 
They may offer “eligible” paper for discount or they may offer their own 
notes secured by eligible paper or United States securities. 

Let us now examine the effect of discounting and borrowing upon the 
member bank and the Federal Reserve Bank involved. First, as to the 
member bank, the discounting of eligible paper, endorsed by the bank, 
is a sale of promissory notes and bills of exchange by the member bank 
to the Reserve Bank. The discount of the member's own collateral note 
by the Reserve Bank is a loan. Since discounting or borrowing is made 
necessary by a depletion of the member's reserves, the payment of the 
proceeds to the member bank is normally made by adding the amount 
to the member's reserve account and notifying the member. If the mem- 
ber is in need of currency, the Reserve Bank may ship currency instead 
of giving credit on the member's reserve account. 

Let us assume that the member bank offers for discount its thirty-day 
note for $60,000 and that the Federal Reserve discount rate on advances 
to member banks is 3 per cent. How will the balance sheets of the 
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member bank and the Federal Reserve Bank be affected? The discount 
on $60,000 at 3 per cent for thirty days is $150. The member bank, there- 
fore, receives $59,850 additional credit on its reserve account on deposit 
in the Federal Reserve Bank. A member bank liability (bills payable) 
will appear amounting to $60,000. The amount of the discount will come 
out of and be deducted from some net worth item such as undivided 
profits. The Federal Reserve Bank assets will be increased $60,000 in 
the form of “bills discounted” while its deposit liabilities will increase 
$59,850 and unearned discounts will rise by $150. This may be seen in 
the changes indicated in the partial balance sheets below. 

Member Bank Federal Reserve Bank 


Assets 
Reserves in 
Federal Reserve 
Bank: 

+ $ 59,850 


Liabilities 
Bills payable 
& rediscounts: 

4 - $ 60,000 
Undivided Profits: 
- $150 


Assets 

Bills discounted: 
4 - $ 60,000 


Liabilities 

Deposits: 

+ $ 59,850 
Unearned discounts: 
+ $150 


Should the bank offer eligible customers' paper for discount, the balance 
sheet entries would be the same, since discounted customers' paper must 
be endorsed and is looked upon as a form of borrowing at the Federal 
Reserve Bank. 

The importance of member bank discounting and borrowing. In the 
early years of the Federal Reserve System, member banks' discounting 
was the major source of Federal Reserve credit. At that time open market 
operations were looked on only as a means of obtaining earnings for the 
Federal Reserve Banks rather than as a part of the mechanism for influ- 
encing the volume of credit. Only gradually did open market operations 
acquire the status of a full-fledged tool of credit policy. However, with 
the coming of the depression of the 1930's and later, during World War 
II, member bank discounting shrank into obscurity, and open market 
operations began to overshadow borrowings by member banks as a source 
of reserves and currency. However, when the Federal Reserve System 
reasserted its power to impose anti-inflationary restraint in 1951-1952, 
member bank discounting again acquired a significant place in Federal 
Reserve operations. In December 1952, for example, discounting at one 
time reached $2 billion. Since 1955 tight money conditions have re- 
peatedly pushed member bank borrowing above the $1 billion mark. 
Without a doubt, therefore, the privilege of discounting at the Federal 
Reserve Banks is still a very valuable one for member banks. Conse- 
quently, it is still important to know something of the requirements that 
must be met in order for member banks to get Federal Reserve Bank 
accommodation. 

Paper eligible for discount. As we know, the original expectation was 
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that member banks would discount customers’ notes at the Federal Re- 
serve Banks. The rules governing such discounting were made rigorous 
and technical. Briefly, member banks can discount (endorse and sell) 
short-term commercial and agricultural paper to the Federal Reserve 
Banks. The test of eligibility rests both in the shortness of maturities 
(ninety-day maximum for commercial loans and nine-month maximum 
for agricultural loans) and its self-liquidating character. The latter is 
tested by the origin of the paper itself ( trade notes and bills of exchange 
to finance sales of goods) or the use to which the funds are put. Loans 
to finance current business and agricultural operations are eligible, but 
notes to finance speculation or long-term capital needs cannot be dis- 
counted. These rules of eligibility, based upon the self-liquidating theory 
of bank credit, were designed to encourage member banks to make self- 
liquidating loans and to insure that Federal Reserve credit would properly 
reflect the needs of trade. 

The rules of eligibility proved to be a weak defense against wartime 
inflation because of the inclusion, as eligible paper, of notes of borrowers 
to finance the trading in, or carrying of, U.S. securities. This exception 
to the strict rules of self-liquidating paper provided the gap through 
which a great volume of 4 war paper’" found its way into the Federal 
Reserve Banks during World War I. Furthermore, during the 1919-1920 
postwar boom, self-liquidating commercial paper replaced the war paper 
holdings of the Federal Reserve Banks and provided support for further 
price inflation in that period. Their second signal failure to meet the 
needs of the economy occurred during the crisis of 1930-1933. Because 
banks were not persuaded by the eligibility rules to stick closely to the 
making of self-liquidating loans, they were caught without a supply of 
eligible paper adequate to enable them to get the accommodation needed 
from the Federal Reserve Banks. Soundness of assets was not enough to 
qualify a member bank for help from the Federal Reserve if it failed 
to have eligible paper. 

Experience soon indicated that the discount of customers" paper was 
not entirely convenient for member banks needing additional cash re- 
serves for short periods only. Consequently, since 1916, member banks 
have been authorized to offer their own promissory notes, secured by 
eligible paper or by United States obligations, for discount at the Fed- 
eral Reserve Banks. So long as banks were not heavily fortified with 
United States obligations, this rule did not lessen the importance of the 
technical rules of eligibility. It was not until the middle 1930’s that 
eligibility rules lost most, if not all, of their significance. 

Who may discount One of the advantages of membership in the 
Federal Reserve System is the privilege of applying to the Federal Re- 
serve Banks for loans for the purpose of replenishing depleted bank 
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reserves. Ordinarily nonmember banks are denied this privilege, although 
in 1933 they were given a one-year emergency privilege to obtain ad- 
vances from the Federal Reserve Banks and, since 1939, have on occasion 
been allowed to borrow there on government obligations. 

The Board of Governors, in Regulation A governing member bank 
discounting, makes it clear that membership does not give banks un- 
limited rights to borrow at the Federal Reserve Banks. Because the 
Federal Reserve Banks are ‘lenders of last resort,” members in need of 
funds to meet irregular, emergency, or seasonal cash drains are readily 
granted accommodation. On the other hand, the Board stresses the point 
that continuous borrowing over a considerable period of time is regarded 
as inappropriate. The privilege of borrowing or discounting at the Fed- 
eral Reserve Banks may be denied should the member bank’s demands 
arise out of its attempt to maintain a continuing level of loans and 
investments greater than that which can be supported by the bank’s 
deposits and capital funds. Furthermore, members are reminded that 
the Federal Reserve Act specifically enjoins the Federal Reserve Banks 
to disapprove of applications by member banks that are unreasonably 
supporting speculative activities. 2 

Member bank borrowing on collateral notes. We have seen that, in 
addition to discounting eligible paper, member banks are permitted to 
borrow at the Federal Reserve Banks on their own collateral notes. The 
borrowings on the collateral of eligible paper may be for periods of up 
to ninety days and on the collateral of U.S. securities may be for periods 
of up to 15 days; however, they are generally for much shorter periods, 
often for overnight only. The right of member banks to borrow on their 
collateral notes enables banks temporarily in need of funds to build up 
their reserves without discounting customers’ notes. Banks prefer such 
borrowing to discounting, since discounted paper with a definite maturity 
date is a less flexible means of obtaining funds than is the use of the 
collateral note. The greater convenience of using U.S. obligations as 
security for borrowings has now made that method the main reliance 
of banks seeking advances from the Federal Reserve Banks. 3 

2 The question has been raised as to how refusal of accommodation to member 
banks is accomplished in the face of the Federal Reserve Banks’ status of “lenders of 
last resort.” Can they or do they actually turn down a member bank’s loan applica- 
tion? The answer is that they do not since member banks that are confronted by a 
reserve deficiency must be accommodated. However, repeated reserve shortages aris- 
ing from continuous loan and investment activities in excess of the bank’s own re- 
sources will be the occasion for warnings by the officers of the Federal Reserve Bank 
that future applications for loans will be refused and the advice that the bank should 
liquidate secondary reserves to obtain needed funds. 

For a good discussion of this question see C. R. Whittlesey, “Credit Policy at the 
Discount Window, * Quarterly Journal of Economics , May 1959. 

* Federal Reserve Bulletin , September 1963, p. 1235. 
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The inadequacy of existing rules governing member bank borrowings 
at the Reserve Banks is indicated in the relaxation of rigid collateral 
rules under Section 10b. Even more significant for present times are 
the proposals made by the Board of Governors to do away altogether 
with the old and ‘outmoded” technical requirements for eligible col- 
lateral. Instead it would permit banks to borrow for appropriate purposes 
on any sound collateral as a regular procedure. 

Borrowing on noneligible paper under Section 10b. Belatedly, an 
attempt was made in 1932 to relieve the difficulty confronting banks that 
had used up their supplies of eligible paper and government securities. 
Member banks were given the opportunity to organize into groups and 
borrow collectively from the Reserve Banks on noneligible paper. In 
1935 the Federal Reserve Act was amended by the addition of Section 
10b, which permitted Federal Reserve Bank advances to individual 
member banks on noneligible paper, secured to the satisfaction of the 
Federal Reserve Bank, for periods of up to four months. Such loans are 
to bear interest of not less than one-half of 1 per cent above the highest 
prevailing discount rate. Since the cost of this type of advance is greater 
than the cost of discounting or borrowing upon United States bonds or 
eligible paper, it is used only in case of necessity. 

The regulation of the Board of Governors specifically names the types 
of paper eligible as collateral for advances under this section. In explain- 
ing its choice of eligible collateral which may be used by member banks 
borrowing under Section 10b, the Board says: “Experience has demon- 
strated that the solvency of banks is better safeguarded by careful regard 
to the quality of the paper that they acquire than by strict observance 
of the form that this paper takes. Strict eligibility requirements in the 
past did not save the banking system from collapse. Greater emphasis 
on soundness and less emphasis on form is, therefore, a sound banking 
principle.” 


Federal Reserve Direct Loans to Individuals and Firms 

Originally the Federal Reserve Banks were allowed to lend to and 
discount self-liquidating customers’ paper for member banks only. Dur- 
ing the depression of the 1930’s, complaints about the inadequacy of 
bank loan accommodations were widespread, and, as a result, the Federal 
Reserve Banks were authorized to make direct loans to borrowers other 
than member banks. These loans were and are made under certain 
specified circumstances and under the regulations of the Board of Gov- 
ernors of the Federal Reserve System. Briefly, direct loans are now 
permitted under these circumstances: 
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1. On authorization of the Board of Governors, a Federal Reserve 
Bank may discount eligible, well-secured commercial paper for firms un- 
able to obtain adequate credit elsewhere. 

2 . Under regulations of the Board of Governors, the Federal Reserve 
Banks are allowed to make advances to individuals and firms (including 
banks) for periods of not over ninety days on the security of direct obli- 
gations of the United States. It is under the provisions of this law that 
nonmember banks have sometimes borrowed at the Reserve Banks. 

These various privileges granted to borrowers other than member 
banks have not, in the aggregate, played an important part in the credit 
operations of the Federal Reserve Banks. 

Federal Reserve Bank direct advances to the Treasury. Because of 
the danger that Treasury dependence upon borrowing from the Federal 
Reserve Banks might become a general source of inflation, the law has 
consistently limited the power of the Banks to purchase securities di- 
rectly from the Treasury. However, they are permitted to hold a maxi- 
mum of $5 billion of such directly purchased securities. This privilege is 
regularly renewed for two-year periods. On occasion the Treasury finds 
it useful to obtain temporary funds by the sale of special certificates of 
indebtedness to the Federal Reserve Banks. This enables it to cover the 
gaps, during quarterly tax-paying months, between realized tax revenues, 
often delayed in processing, and expenditures for interest and cash re- 
demption of maturing securities. 

Federal Reserve Operations and Monetary Policy 

We have examined each of the three avenues through which Federal 
Reserve credit is made available in the money market. The first and 
second— changes in legal reserve requirements and open market opera- 
tions— permit the Federal Reserve authorities to take the initiative in 
tightening and easing the reserve position of member banks. Open 
market operations are especially well adapted for short-term policy 
actions, for they can be taken quickly, they may be reversed readily if 
circumstances warrant, yet they operate impersonally and with a mini- 
mum amount of discrimination in the money market. The third, advances 
or loans to member banks, arise at the initiative of the member banks 
rather than out of decisions of the Federal Reserve authorities. Although 
member banks are entitled to accommodation when they apply for 
loans for temporary purposes, some restraint can be imposed by chang- 
ing the discount rate, by erecting barriers against continuous borrowing, 
and by the use of moral suasion. 

The application of monetary and credit policy involves not only the 
use of open market operations, discount restraints, and changes in reserve 
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requirements, but also certain other tools known as selective credit 
controls. The problems associated with the application of monetary 
policy will be examined in later chapters. 


Questions for Study 


1. What are the avenues through which the Federal Reserve Banks come 
into contact with the money market? When is such contract really “effec- 
tive”? 

2. When the Federal Reserve Banks purchase U.S. securities in the open 
market, what are the effects on the balance sheets of member banks and 
the Federal Reserve Banks? 

3. What are the results of the sale of securities by the Federal Reserve Banks? 

4. Why did the Federal Reserve Banks make “involuntary” open market pur- 
chases of government Treasury bills during the war? 

5. When are dealers in government securities permitted to make repurchase 
agreements with the Federal Reserve Banks? 

6. When a member bank discounts at the Federal Reserve Bank, what are 
the results on: 

a) The member banks legal reserve position? 

b) Its liablities? 

c) The assets and liabilities of the Federal Reserve Bank? 

7. Early expectations were that rediscounting of eligible paper would be the 
main reliance of member banks desiring to increase their legal reserves. 
Why were the eligibility rules set up as they were? What were these rules? 
Why have the technical rules lost most of their significance? 

8. In what ways do the Reserve Banks discourage excessive use of the dis- 
count window by member banks? 



chapter eighteen 


CANADIAN AND BRITISH BANKING 


We can better understand our own banking system if we compare it 
with those of other countries. Especially is it helpful to know something 
about the banking structures of Canada and England, both of which 
have economies similar to our own and are served by banking systems 
that provide some interesting contrasts. A brief look at the banks of 
Canada will reveal how Canada has attempted to meet banking problems 
that in many ways resemble ours, A survey of the British banking system 
will aid, in some small measure, our understanding of a complex but 
surprisingly efficient mechanism that at one time was the financial hub 
of the modem world and today still provides the leadership for the large 
part of the trading world known as the Sterling Area. 

The Canadian Banking System 

The chartered banks. Eight chartered banks make up the commercial 
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banking system of Canada. 1 Because the Canadian banking law permits 
the establishment of branches (both at home and abroad), and because 
a large minimum subscribed capital requirement of $1 million has been 
adopted, Canada has built up a banking system consisting of a few large 
banks with a total of over 5,000 branches, rather than a host of small 
unit banks such as we have in the United States. The charters issued 
under the Bank Act have a life of only ten years, giving occasion for a 
regular revision of the law at the end of every decade. This plan has the 
obvious advantage of bringing the banking law before the public for 
scrutiny at regular intervals, a practice in clear contrast with the sporadic 
efforts at amending the banking laws of the United States. 

The size and the availability of numerous branches of the Canadian 
banks enable businessmen to obtain adequate accommodation from a 
single bank instead of compelling them to borrow from several banks, 
as often happens in the United States. Banks therefore become intimately 
acquainted with the borrowers affairs and can more safely extend him 
needed assistance than might otherwise be possible. Moreover, the law 
( Section 88 ) permits banks to obtain a first lien on that part of the bor- 
rower s goods which is listed as security when the loans are made. This 
privilege exists in the case of loans to dealers in the products of the 
extractive industries (agriculture, forestry, mining, and the like), loans 
to farmers on threshed grain, and loans to manufacturers. To protect 
the other creditors of businessmen who borrow from banks, loans made 
under Section 88 must be registered in the office of an appropriate agehcy 
in the province of the borrower. The liens of banks are superior to those 
of unpaid vendors whose claims were unknown to the bank when the 
loans were made. Claims to goods in process are not affected by a change 
in form, and when goods originally subject to the lien are sold, any 
substitute goods bought by the borrower come under the lien. If the 
borrower defaults on a bank loan or embarks upon a policy that dis- 
pleases the banker, the latter may take possession of the goods. The 
arrangement is mutually advantageous to bank and borrower. The bank 
receives the same degree of protection as that afforded by warehouse 


1 Besides the chartered banks there are nearly eighty trust companies and loan com- 
panies, three provincial government savings banks, plus two Quebec savings banks, 
that receive trust funds and savings accounts. The trust companies invest trust funds 
under legal restrictions governing trustees. The loan companies lend on real estate 
and purchase government securities. Also the Industrial Development Bank, organized 
as a subsidiary of the Bank of Canada, is able to make longer term or capital loans to 
small and medium-sized businesses engaged in manufacturing, processing, refriger- 
ating, shipbuilding, generating and distributing electricity, and commercial air service 
when such businesses cannot find credit on reasonable terms elsewhere. Cf. Canadian 
Almanac and Directory, 1962; The Canadian Yearbook , 1961; and A. B. Jamieson, 
Chartered Banking in Canada (Toronto; Ryerson Press, 1953). 
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receipts; the borrower, because of the superior security offered, can 
obtain more assistance from his bank than would be possible if he were 
not able to give the bank a preferential lien. At the same time he is al- 
lowed a flexibility in the use of his goods and in the disposal of them that 
would be impossible to obtain through the use of warehouse receipts. 

Canadian chartered banks, in general, have confined their lending to 
financing the short-term credit needs of agriculture, commerce, and 
industry. Yet at times they have made excursions into the field of longer- 
term financing. In 1955 the Bank of Canada had occasion to criticize 
their making of “term loans” and their purchase of corporate securities 
as violations of Canadian banking tradition, and induced them to agree 
to abandon such practices. In 1956 the Bank obtained their agreement 
to maintain a minimum liquidity position (legal reserves, Treasury bills, 
and call loans) equal to 15 per cent of their demand deposits. To assist 
Canadian farmers, the banks are allowed to make medium-term farm 
improvement loans guaranteed up to 10 per cent by the government. 
Such loans, secured by liens on farm equipment, bear a maximum interest 
rate of 5 per cent. When such loans are for over $2,000, banks may take 
a real estate mortgage as added security. 

The chartered banks are prohibited from making loans on any bank 
stock. Until 1954, except for farm-improvement loans, they were also 
prohibited from lending on real estate. However, the National Housing 
Act of 1954 authorized the banks to make housing loans on real estate 
mortgages, with the result that chartered banks have actively entered 
the housing mortgage market. 2 They cannot, however, make ordinary 
real estate loans on agricultural land. 

The prohibition of loans upon real estate has undoubtedly exercised 
a wholesome influence upon the assets of the chartered banks, but at 
the same time it has prevented farmers from having access to banks for 
financing purchases of land and for making improvements. In another 
respect, however, the Canadian system has been of distinct benefit to 
agricultural regions. The branch banks collect deposits in the more 
populous areas, where funds are plentiful, and lend them in the prairie 
provinces, where capital is naturally scarce. The Canadian farmers in 
the prairie provinces obtained loans in the past at rates substantially 
below those paid by the farmers of the Dakotas. 

Since 1954 the chartered banks can lend on the security of oil reserves 
in the ground, a right that reflects the growth in importance of the oil 
industry. Following the trend in the United States, the chartered banks 


2 Cf. T. H. Atkinson, “Canadian Money Market Enlarged,” Commercial and Finan- 
cial Chronicle , Sec. 2, June 24, 1954, p. 7. 
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are now permitted to make personal consumers’ loans, both unsecured 
and secured by chattel mortgages or by other liens on household goods 
and cars. Such loans are limited to 5 per cent discount on the nominal 
amount of the loan. When repayable over a twelve-month period, this 
makes the maximum simple interest on the unpaid balance amount to 
about 9 % per cent. Since 1960, under the Small Business Loan Act, the 
banks have been able to make term loans to small businesses otherwise 
unable to obtain credit on reasonable terms. Such loans are guaranteed 
by the Canadian Government in a manner similar to farm-improvement 
loans. 

Branch banking in Canada. Canadian banks are permitted to es- 
tablish branches throughout the Dominion. Consequently, banking is 
highly concentrated, with eight banks and their numerous branches 
carrying on all of the commercial banking business. In 1962 there were 
over 5,000 branches and subagencies of chartered banks. 

Although the branch banking systems of Canada have been criticized 
as tyrannical in loan practices, and for sending young managers into 
the country districts to gain experience at the expense of the com- 
munities they are supposed to serve, by and large they have proved 
successful. With branches spread across the provinces, they weathered 
the severe agricultural depression and collapse of the 1930’s. They 
present a sharp contrast to the sorry experiences of American banks 
during the same periods. Credit for their depression-proof stability can 
in considerable measure be ascribed to the country-wide branch systems. 
As is well known, depressions shrink income of farm regions to such an 
extent that there is set up an "adverse balance of trade” with the in- 
dustrial areas. With unit banking of the type found in the United States, 
agricultural banks find survival difficult and often impossible as deposits 
are withdrawn to enable bank customers to keep up their expenditures 
in the face of declining incomes. A branch system, such as that of the 
Canadian banks, is free from this threat since, on the average, funds 
lost from the country areas turn up in the branches in the industrial sec- 
tions of the country. Another advantage of country-wide branch systems 
is the opportunity given for geographical diversification of risks. 

Note issues. Before the organization of the Bank of Canada, the 
country’s paper currency consisted of Dominion notes and the notes of 
the chartered banks. A modest amount of elasticity in the currency issue 
was introduced by the privilege of increasing the note issue of the banks 
by 15 per cent each autumn. In addition, the Minister of Finance was 
authorized to lend Dominion notes to the banks to enable them to in- 
crease the currency in circulation. This central banking function of the 
Minister of Finance was not properly regulated, with the result that the 
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Dominion note issue became so excessive in the 1920’s that the Dominion 
Government found itself unable to maintain gold redemption. The Ca- 
nadian Bankers’ Association said in respect to the situation: “There 
exists no properly constituted body which can admit responsibility for 
the general supervision of credit or exchange in Canada.” In 1933 a 
Royal Commission, appointed to study the Canadian banking and cur- 
rency situation, recommended the establishment of a central bank. 

The organization of the Bank of Canada put an end to the Dominion 
note issue. Gradually the note issues of the chartered banks were re- 
duced until now the Bank of Canada is the sole currency-issuing agency. 

The Bank of Canada. To bring about proper control and order in 
the monetary system, a central bank, the Bank of Canada, was established 
in 1935. Partially owned by the Dominion Government, it took over the 
currency-issuing function; it was authorized to make loans to the char- 
tered banks and to the Quebec savings banks, and to purchase and sell 
ninety-day acceptances and the securities of the Dominion and the pro- 
vincial governments. It was further permitted to deal in the short-term 
securities of the United Kingdom and the United States Government and 
to buy and sell coin and gold and silver bullion. The Bank is fiscal agent 
for the Dominion Government and may make short-term advances to it 
or to any provincial government. Holding the gold reserves for the whole 
Canadian banking system, the Bank of Canada originally was required 
to maintain gold reserves of at least 25 per cent against its notes and 
deposits. In 1940 this reserve requirement was eliminated, and all gold 
was turned over to the Foreign Exchange Board. The bank was com- 
pletely nationalized in 1938 in response to the parliamentary opinion 
that the vital sovereign function of controlling the money supply should 
respond to the sovereign will of the government. 

Control over the money market. During the postwar years the Bank 
of Canada’s authority over the Canadian money market was at first 
handicapped by the narrowness of the Treasury bill market. Treasury 
bills were held mainly by the chartered banks and the Bank of Canada. 
To support the market, the Bank of Canada informally was committed 
to purchase, at the issue rate, all bills offered to it by the banks. In this 
way banks were able to expand their cash reserves at will and without 
penalty, and therefore could escape the restraints arising from direct 
borrowing at the Bank of Canada. The Bank could not use open market 
sales or the discount rate to restrain monetary and credit expansion. After 
1953, the Bank encouraged the development of a dealers’ market in 
Treasury bills by offering repurchase accommodation to dealers. It en- 
couraged the chartered banks to finance dealers on a day-to-day basis and 
to sell bills in the dealer market rather than directly to the Bank. Conse- 
quently, the Bank is now able to make use of open market operations to 
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better advantage to influence the reserve position of the chartered banks. 3 

Regulation of banks. Before 1924 the Canadian banks were free 
from external regulation. The failure of the Home Bank in 1923 brought 
a demand for some sort of supervision, with the result that in 1924 an 
Inspector General of banks was provided for. The Inspector General is 
empowered to examine the chartered banks once each year as he deems 
necessary and to require monthly statements of condition. Previously, 
a certain amount of self-regulation was imposed by the legal requirement 
that authorized the audit of the banks’ books by representatives of the 
stockholders. Chartered banks now make annual reports to the Minister 
of Finance, giving information as to earnings, expenses, and other 
statistics for publication. 

Reserve requirements for the chartered banks. Before 1935 the 
chartered banks had no legal reserve requirements. After the organization 
of the Bank of Canada, the chartered banks were expected to carry 
reserves in the form of deposits and notes of the Bank of Canada to 
the amount of 5 per cent of their deposit liabilities. However, in 1954 
the law was changed to permit the Bank of Canada to establish required 
reserves for chartered banks with minimum and maximum limits of 8 
and 12 per cent respectively. This authority, reminiscent of that of the 
Board of Governors, is designed to enable the central bank to take strong 
action, if needed, to counteract any sudden inflationary tendencies. The 
Bank of Canada set reserve requirements at 8 per cent. 


The English Banking System 

The English banking system has four important divisions: (1) the 
joint stock banks; (2) the Bank of England; (3) the accepting houses; 
and (4) the discount market. 

The joint stock banks. The bulk of the commercial banking business 
is in the hands of eleven London “clearing banks,” which hold about 
three-quarters of the total bank deposits of the United Kingdom. These 
banks operate thousands of branches in England and Wales. In Scotland, 
banking is in the hands of six joint stock banks operating about fifteen 
hundred branches. 4 

Before 1946, except for the prohibition of the issue of notes and the 
requirement of an annual report or statement of condition to the Regis- 


3 E. P. Neufield, The Bank of Canada Operations , 1935-54, Canadian Studies in 
Economics, No. 5 (Toronto: University of Toronto Press, 1955), pp. 7, 16-35, and 
36-53. See also "Monetary and Banking Developments in Canada ” Monthly Review , 
Federal Reserve Bank of New York, August 1956. 

4 Monthly Digest of Statistics , London, May 1962, pp. 118-119. 
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trar of Joint Stock Companies, the joint stock banks were free from legal 
regulation or supervision. This freedom was in marked contrast to the 
American practice of close supervision and regulation by public authority. 
But the law that nationalized the Bank of England on March 1, 1946, 
also established the right of the Bank to exercise certain controls over 
the joint stock banks. Specifically, the Bank, when public interest re- 
quires, may request information from and make recommendations to 
bankers. Furthermore, it may, if authorized by the Treasury, issue di- 
rectives to secure performance of its recommendations. A banker who 
is the object of such a directive is entitled to a hearing by the Treasury. 

The deposits of the joint stock banks. The deposits of the joint stock 
banks are mainly of two classes: (1) current accounts, corresponding to 
our checking accounts; and (2) deposit accounts, corresponding to our 
time deposits. Some idea of the relative size of the deposits of English 
banks and the cash reserves maintained against them may be derived 
from Table 18.1. 


Table 18.1 

Deposits and Cash Reserves of the London Clearing Banks * 
(In millions of pounds) 


Years 

(Monthly 

Total 

Current 

Deposit 

Other 

Coin , Notes , 
and Balances 
with the 

Reserve 

Averages) 

Deposits 

Accounts 

Accounts 

Accounts 

Bank of England 

Ratio 

1955 

6,454 

4,054 

2,070 

330 

529 

8.2% 

1956 

6,288 

3,932 

2,008 

348 

516 

8.2 

1957 

6,432 

3,905 

2,139 

489 

526 

8.2 

1958 

6,636 

3,769 

2,442 

425 

543 

8.2 

1959 

6,935 

4,064 

2,431 

441 

565 

8.1 

1960 

7,236 

4,207 

2,515 

513 

588 

8.1 

1961 

7,395 

4,157 

2,638 

600 

607 

8.2 

1962 

7,611 

4,186 

2,747 

678 

624 

8.2 


* Monthly Digest of Statistics , London, June 1963. 


The reserve ratio shows remarkable stability, reflecting the force of 
custom and tradition among British banks, which, unlike American 
banks, are free of legal reserve requirements. 

Loans and investments of joint stock banks. The portfolios of the 
joint stock banks are so arranged as to give a proper degree of liquidity. 
The most liquid of bank assets is money at call and lent at short notice 
(up to ten days). Such loans are made to the bill market, which we shall 
examine later, and to some extent to the stock exchange. Next in order 
of liquidity are bills of exchange and treasury bills that have been 
discounted. These bills derive their liquidity from the fact that they are 
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of short maturities and may be allowed to “run off” at maturity (not 
replaced by new bills) or sold in the money market. The investments 
of the banks are mainly short-term government issues. Finally, the banks 
advance funds to customers either in the form of overdrafts on current 
accounts or on ordinary loans. Bank advances to customers are normally 
for short periods, nominally payable on demand, although on occasion 
they have extended limited amounts of credit for longer periods. Such 
longer term credits have been extended to finance the export of capital 
goods and the construction of tankers. 

As a matter of general practice the banks have found that it is desirable 
to maintain an asset distribution of about one-third liquid and two-thirds 
nonliquid. Liquid assets consist of: (1) cash and balances at the Bank 
of England; (2) money at call and short notice; and (3) discounted bills, 
both Treasury and commercial. Nonliquid assets are investments in 
government securities and advances to customers. Table 18.2 shows the 
relative importance of the different elements of the joint stock banks’ 
portfolio. 


Table 18.2 

Percentage Ratio of Different Types of Assets to Total Deposits 
of the London Clearing Banks * 


Special 



Money at 



Deposits 



Y ear 

Call and 

R »//.<? Tlifir.niint.pA 

at the 


Advances 

(Monthly 

Short 



Bank of 

Invest- 

to 

Averages) 

Notice 

Treasury 

Others 

England f 

ments 

Customers 

1955 

6.8 

15.7 

1.8 


33.3 

30.1 

1956 

7.0 

16.8 

2.2 


31.5 

28.9 

1957 

6.8 

17.7 

2.3 


31.2 

29.0 

1958 

6.5 

17.6 

1.6 


32.4 

29.0 

1959 

7.0 

15.7 

1.8 


26.5 

36.4 

1960 

7.7 

13.9 

2.6 

1.0 

19.5 

43.2 

1961 

8.1 

13.4 

3.1 

2.4 

15.2 

45.4 


* Monthly Digest of Statistics , London, May 1962. 

f Special deposits are sometimes required of the commercial banks to reduce their 
power to make loans and investments and thereby expand the money supply. The 
banks sell bills to obtain funds for the special deposits. Although the Bank of England 
pays' interest on these special deposits, the effect is to create a special reserve require- 
ment above the conventional cash reserve of 8 per cent carried by the clearing banks. 


The accepting banks. The financing of foreign trade is a vital matter 
in such a country as England. It is not surprising, therefore, that special 
institutions to assist in this financing developed at an early date. One 
of the most important methods of caring for the credit needs of foreign 
traders is through the use of the letter of credit and the banker s accept- 
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ance. In England the issuance of letters of credit and the acceptance of 
drafts drawn thereunder have been concentrated mainly in the hands of 
accepting houses that specialize in the hazardous business of evaluating 
the credit standing of the applicants for letters of credit. Not only do 
they 4 accept” for domestic importers, but, in order to finance exports 
and the shipment of goods between foreign countries, they furnish the 
same service for foreign clients and foreign correspondent banks. These 
accepting houses receive a commission for their service varying from 
iy 4 to 1 y 2 per cent per year for customers of good credit standing and 
up to 3 per cent for acceptance credits involving greater credit risk. 
Although the accepting banks are specialists in the field of acceptance 
financing, they have no monopoly of the business. In 1958 their accept- 
ances amounted to approximately one-half of the total bankers’ accept- 
ances outstanding. The remainder were obligations of commercial banks, 
domestic and overseas. When endorsed with one other British name, 
the acceptances of banks and recognized accepting houses are eligible 
for discount at the Bank of England. 

The accepting banks do not engage in commercial banking to any 
important extent. Incidental to their other business, however, they accept 
deposits, largely from overseas customers, and lend the funds both 
locally and to nonresidents of the United Kingdom. Many of the accept- 
ing banks act as issuing houses or investment bankers, underwriting and 
placing security issues for both domestic and foreign borrowers. They 
also act as trustees for trust funds and investment advisors to managers 
of pension funds and college endowments. Some are active in the insur- 
ance business and deal in foreign exchange. 5 

The following quotation from Hartley Withers gives a good account 
of the origin of and the varied functions of the accepting banks. 6 

Other functions of the merchant firms and the accepting houses are 
their activity in general finance and in exchange business. Both of these 
functions arise out of their old business as merchants, which gave them 
close connection both with the governments and the business communi- 
ties of foreign countries. Their connection with the governments natu- 
rally led to their providing credit facilities for them, and to their han- 
dling loans and other operations which these governments might have 
to conduct in the London market. Many of them act as regular agents 
of foreign governments, making issues of bonds on their behalf, paying 
their coupons, and conducting amortization and other business in con- 
nection with their loans; and their connection with the general business 


5 Committee on the Working of the Monetary System, Principal Memoranda of 
Evidence, Vol. II (London: 1960), pp. 3-9. 

* The English Banking System , National Monetary Commission, 1910, p. 57. Cf. 
Norman Macrae, The London Capital Market (London: Staple's Press, 1955), 
pp. 77-78. 
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community inevitably led to their doing a considerable exchange busi- 
ness with foreign countries, financing drafts on them for the purposes 
of travel and the innumerable other arrangements which necessitate the 
transfer of credit from one country to another. It should perhaps be 
added that the Bank of England’s court of directors is largely recruited 
from the ranks of the accepting firms and finance houses. . . . 

The London accepting banks suffered a serious setback with the 
decline in international trade during the depression of the 1930’s and 
with the appearance of government trading during the war years. Both 
events sharply reduced the importance of acceptances for financing 
foreign trade. In addition, the emergence of the dollar as the leading 
currency of the world has served somewhat to dim the prospects of the 
London accepting banks. The postwar revival of world trade and the 
continued strength of the Sterling Area, of which the sterling bill is the 
key, have helped to restore the vitality of the London acceptance business. 
In 1958 it was reported that there were eighteen firms in London classi- 
fied as accepting banks, actively engaged in the field and members of 
the Accepting House Committee. 

The discount market. The offerings of accepted bills of exchange 
are taken off the market by a class of specialists who are known by the 
general term of bill brokers. These specialists possess a great volume o£ 
information concerning the credit of merchants and the standing of 
different classes of bills of exchange, data which they use to derive an 
income for themselves. These specialists fall into three general classes: 7 
(1) the running brokers; (2) the retail dealers; and (3) twelve major 
discount houses. The running brokers, who are relatively unimportant, 
act merely as intermediaries between the sellers of bills on the one 
hand, and banks and other investors on the other. They work for a 
commission and invest no capital of their own. The retail dealer operates 
in substantially the same manner as do bill brokers in the American bill 
market. They purchase bills and resell them at a profit, but in the mean- 
time they must borrow funds with which to carry their portfolio of bills. 
The discount houses, although engaging in some retail business, are 
primarily engaged in buying bills and holding them until maturity. The 
funds to carry these bills are, for the most part, obtained by borrowing 
on call or short notice from banks or other lenders, and, to a limited 
extent, from general deposits on which interest is paid at a rate some- 
what above that offered by the banks. The discount houses operate on 
a very narrow margin of owned capital, and their large volume of bor- 
rowed capital places them in an extremely vulnerable position in respect 


^ Committee on the Working of the Monetary System, Principal Memoranda of 
Evidence , Vol. II (London: 1960), pp. 23-25. 
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to the money market. 8 Whenever the banks, as a whole, find it necessary 
to improve their cash reserves, they do so by reducing their loans to the 
discount houses and other money market dealers. These in turn must 
obtain cash immediately, and they can do so only by discounting accept- 
able bills with the Bank of England or by borrowing from it on the 
security of bills or government securities. Thus, it is mainly through the 
discounting of bills for the bill brokers that the Bank of England acts 
as a lender of last resort for the English money market. 

Since the depression years of the 1930’s, discount houses have greatly 
expanded their portfolio holdings of Treasury short-term obligations. 
This trend was accentuated by the war and postwar expansion of Treas- 
ury bill issues. 

The discount houses undergird the Treasury’s weekly offerings of bills 
by collectively agreeing to underwrite the whole issue at a given rate 
of discount or price. Each house tenders individually for its own share, 
determined by its relative size and working capital, at the agreed price. 
Because bills are allocated to the highest bidders, the discount houses 
cannot know in advance the volume of bills which they must purchase. 
They are protected, in case their syndicated bid is highest and the whole 
issue goes to them, by the certainty of being able to obtain funds at the 
Bank of England in case sufficient funds are not available in the money 
market. In the Treasury bill market the discount houses hold newly 
issued bills for a period and, as the bills approach maturity, sell them 
to the joint stock banks and others in the money market who desire the 
high degree of liquidity furnished by the maturing bills. In addition to 
the earnings from carrying the bills, the discount houses gain by the 
difference between the higher rate at which they originally discount the 
bills and the somewhat lower rate of discount taken when they sell the 
maturing bills to the banks. A later development has been the active 
trading in and holding of short-dated government bonds (five years or 
less to maturity). 

As a result of mergers and some retirements from the field, the number 
of discount houses declined from eighteen in 1941 to twelve in 1960. 
In the heyday of the London commercial bill as an instrument for financ- 
ing world trade, the bill market— that is, the discount houses and the bill 
brokers— performed the significant function of policing the quality of 
bills, appearing in the market. Unsound bills and the acceptances of 
overextended houses were quickly discriminated against, with the re- 
sult that corrective steps had to be taken by their issuers. From long 


8 In addition to call loans which are negotiated daily by the discount houses' rep- 
resentatives who call on lending banks, the London Clearing Banks and the Scottish 
Banks provide discount houses with some funds known as basic or good money on a 
more or less continuous basis. 
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experience and careful attention to the credit standing of merchants and 
accepting banks, the bill brokers and discount houses were able to 
insure the high quality of bills entering the London money market. With 
the decline in importance of the commercial bills and the rise in impor- 
tance of Treasury bills among the assets of the discount houses, this 
traditional function has to a considerable extent fallen into disuse. Some- 
thing of the scope of discount house activity may be seen in Table 18.3. 

Table 18.3 

Assets and Liabilities of 12 London Discount Houses, 1958-1961 * 

(In millions of pounds) 


Assets 

Dec. 1958 Dec. 1959 Dec. 1960 Dec. 1961 Dec. 1962 


U.K. Treasury bills 

594 

635 

574 

533 

502 

Other bills 

70 

118 

117 

183 

189 

British Government securities 

321 

322 

440 

449 

488 

Other assets 

68 

56 

67 

52 

72 

Total assets 

1,053 

1,131 

1,198 

1,217 

1,251 




Liabilities 





(Borrowed Funds) 


From the Bank of England 

8 

28 

34 

28 

8 

From London clearing banks 

519 

544 

631 

675 

706 

From Scottish banks 

85 

87 

90 

89 

97 

From overseas and 






foreign banks 

263 

256 

244 

232 

234 

Other sources 

131 

162 

140 

130 

140 

Total borrowings 

1,006 

1,077 

1,139 

1,154 

1,185 


* Monthly Digest of Statistics, London, June 1963. 


The Bank of England. Founded in 1694 for the purpose of making 
loans to the hard-pressed government, the Bank of England is closely 
bound up with traditions which have the force of law itself. Before 
March 1, 1946, it was privately owned and, except for the law governing 
its advances to the government and its note issue, and the requirement 
that a weekly statement be published, it was free to carry on banking 
functions in any way it desired. 

Inaugurating the socialization policy of the Labor Party, the Bank 
of England Act of 1946 became effective on March 1. Under the national- 
ization law, the private stockholders transferred their shares to the 
Treasury and received in return 3 per cent government obligations. It 
was arranged that the annual return on the government obligations 
issued in exchange for the Bank’s stock should be equal to the average 
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annual dividends paid by the Bank during the twenty-year period pre- 
ceding March 31, 1945. These obligations may be redeemed by the 
Treasury on or after April 1966. 9 

The management of the Bank is in the hands of the Governor, a 
Deputy Governor, and sixteen Directors, appointed by the Crown. The 
Treasury, after consultation with the Governor of the Bank, may give 
such directions to the Bank as appear necessary in the public interest. 
The purpose of nationalization lay in the belief that economic planning, 
of the sort visualized in the program of socialization, required some 
direct control over the creation of the monetary and credit tools of the 
economy. The change is of little more than symbolic importance, since 
the Bank under private ownership was operated in the public interest 
and in close cooperation with the Treasury requirements. 

Upon nationalization, the Bank was given specific authority, with the 
approval of the Treasury, to issue directives to the joint stock banks. 
This privilege formalizes the Bank's traditional influence over the actions 
of the banks and insures the conformance of the commercial banks with 
practices thought to be in the interest of current public policy. 

Numerous examples may be cited of the use of direct pressure by the 
Bank upon the credit policies of the commercial banks. In 1952 the Bank 
ordered the reduction of the length of maturity of acceptance credits 
extended by banks and urged that appropriate bank credit be made 
available to agriculture. Also banks were, on occasion, asked to restrain 
consumer credit loans and advances to finance companies. In 1957 banks 
were notified that advances for the next twelve months should be held 
to an average level no higher than that for the past twelve months. In 
1961 the Bank supplemented its restrictive increase in the bank rate to 
7 per cent by its issue of directions to banks to be 'particularly severe 
toward proposals for new advances— for the purpose of personal con- 
sumption, for speculative building, property development and speculative 
purposes.” Thus the use of selective controls appears to have become 
firmly embodied among the Banks instruments of credit policy. 

In addition to the restrictive steps just described, since 1960, the Bank 
has at times required the commercial banks to carry special interest-bear- 
ing deposits in the Bank as a means of reducing the money-creating 
potential of the banking system. This has had the effect of an increase in 
reserve requirements. In 1961 the special deposit requirement imposed on 
the London clearing banks was 3 per cent of gross deposits. It was reduced 
to zero late in 1962 to ease money market conditions. 10 

Circulating notes of the Bank of England make up all of the currency 


9 Federal Reserve Bulletin, May 1946, pp. 479-482. 

10 Midland Bank Review , London, May 1952, May 1954, and May 1962. 
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of England and Wales, with the exception of minor token coins. 11 Seek- 
ing to prevent inflationary expansions of bank note currency, the Bank 
Act of 1844 required: (1) a separation of the note-issuing function from 
banking operations of the Bank of England by the establishment of the 
issue department; and ( 2 ) that all notes issued, with a few minor excep- 
tions, should be fully covered by gold. The resulting rigidity in the cur- 
rency supply stimulated the rapid development of the use of checking 
accounts as a substitute money. Even so, it was periodically necessary 
to "suspend” the Bank Act in order to permit the additional issue of 
"uncovered” notes to meet the currency needs of critical tim es. 

Today, Bank of England notes are entirely fiduciary-that is, are issued 
against government securities held by the issue department instead of 
against gold. A first main breach in the full gold cover rule came in 1928, 
when the Bank of England took over £260 million of currency issued 
by the Treasury during World War I. Later, during World War II, the 
gold holdings of the Bank were transferred to the government Exchange 
Equalization Account and were replaced by government securities. 

The banking department of the Bank of England obtains notes for its 
use by depositing government securities with the issue department. Since 
1939 any gold accumulations of the United Kingdom are held by the 
Exchange Equalization Account. 12 Consequently, the Banking Depart- 
ment has no gold and can obtain none, so it must deposit government 
securities with the Issue Department to obtain notes for circulation. 

Something of the nature of the Bank of England’s affairs may be seen 
in the statement of condition given in Table 18.4. As can be seen, the 
deposits of the banking department are nominally divided into four 
classes. Public deposits are the funds belonging to the various branches 
of the British Government. Of the other deposits, Special Deposits con- 
sist of interest-bearing deposits carried at times by the commercial banks 
with the Bank of England in excess of the normal reserve balances of 
about 8 per cent. Bankers deposits are the regular reserve balances of 
British banks. Other accounts include balances of Dominion and foreign 
banks, deposits of the Indian and colonial governments, and the deposits 
of financial houses and private customers. The assets of the banking 
department (right-hand side of the balance sheet) consist of: (1) govern- 
ment securities, including Treasury bills acquired on the initiative of the 
Bank; (2) discounts and advances, which include bills brought to the 


11 The six Scottish joint stock banks and certain banks in Northern Ireland have the 
right to issue notes backed 100 per cent by Bank of England notes and in addition 
a small volume of fiduciary or uncovered notes. 

12 The Account pays for gold purchases with pound balances borrowed in the Lon- 
don money market. In contrast, the U. S. Treasury buys gold with funds obtained from 
the deposit of gold certificates with the Federal Reserve Banks. 



274 


BANKING SYSTEMS 


Bank for discount and advances to the bill market and to the Bank’s 
own customers; (3) other securities; and (4) reserves of notes and coin. 

Table 18.4 

Bank of England Returns, July 31, 1963 * 

(In millions of pounds) 


Issue Department 

Notes issued: Government debt and securities 


In circulation 

2,504.3 


2,549.0 

In banking department 

46.1 

Other securities 

.7 


Gold coin and bullion 

.4 



Other coin 

.3 

Total 

2,550.4 


2,550.4 


Banking Department 


Capital and Rest 

18.3 

Government securities 

225.9 

Deposits: 


Discounts and advances 

63.8 

Public accounts 

11.6 

Other securities 

20.5 

Special deposits 

Bankers deposits 

Others 

252.3 

74.9 

Cash reserve 

310.2 

46.9 

Total liabilities 

357.1 

Total assets 

357.1 


* From the Economist , August 1963. 


Although for many years the Bank of England refused to admit its 
responsibility as a lender of last resort in time of stress, it is now firmly 
committed to that practice. This means that it is accessible to eligible 
borrowers at their option, and that it has a moral responsibility to make 
advances at all times of financial emergency. In this respect its duty is 
similar to that of the American Federal Reserve Banks. There is one 
important difference, however, between the English and the American 
central banking arrangements. Whereas American member banks go 
directly to the Reserve Banks for accommodation, the English joint stock 
banks traditionally do not; instead, they reduce their loans to the bill 
market, and the bill brokers and discount houses in turn go to the Bank 
of England. Each Thursday the Bank normally fixes a rate, known as the 
bank rate , at which it will buy acceptable bills offered to it. Discount 
houses may either sell their bills outright to the Bank or borrow at the 
Bank. To be eligible for purchase, commercial bills should “bear at least 
two good British names, one of which must be the acceptor.” In actual 
practice the money market now usually gets its accommodation at the 
Bank by borrowing against Treasury bills rather than by the discount 
of commercial bills. This arises both from the comparative abundance 
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of Treasury bills and from the more favorable rate on advances against 
such bills that has often existed. In addition, like American member 
banks, the London discount houses find it more convenient to borrow 
on Treasury bills than to discount commercial bills at the Bank. 

The bank rate is effective in the British money market partially because 
of the custom of the clearing banks” of varying their own interest rates 
so as to keep them in a certain relation to the bank rate. This relation, 
in general, is that: (1) traditionally the clearing banks allow interest on 
time deposits at a rate 2 per cent below the bank rate; (2) the rate 
charged on advances to customers is from y 2 to 1 per cent above the 
bank rate; and (3) the rate charged on call money is somewhat above 
that paid on deposits. Of course, it is entirely possible that, in times of 
excessive reserves, competition for loans will force the market rate of 
interest below that justified by the customary relation to the bank rate. 
The small number of banks in the English money market and long ex- 
perience with the leadership of the Bank of England strengthens the 
moral effect of the bank rate. When the Bank of England wishes to make 
its rate effective, it does so by disposing of part of its assets. This it can 
do by selling Treasury bills and refusing to replace maturing short-term 
Treasury bills. Thus, “cash” is absorbed from the money market, and the 
bill market is forced to resort to the Bank, where borrowers feel the effect 
of the bank rate on new advances and rediscounts. 

The discount rate of the Bank of England, like that of the Federal 
Reserve Banks, during the 1930 s lost much of its significance. Abandon- 
ment of convertibility of the pound and the use of exchange controls 
after the war removed most of the traditional reasons for changes in the 
bank rate. Changes in the rate were no longer needed as a means of 
protecting the London money market from short-term capital with- 
drawals. The function of the Bank, therefore, was mainly to provide 
the funds needed to enable the commercial banks to meet the business 
requirements of the country and the requirements of the government 
in its pursuit of full employment. However, after 1951 the easy money 
policy of the postwar period was reversed and the use of the discount 
rate as an instrument of restraint was revived. With later external con- 
vertibility of the pound into gold or dollars at a fixed rate, it again 
became necessary to limit domestic monetary and credit expansion. 

The Bank of England has been handicapped in its attempt to impose 
restraint on the level of total expenditure through monetary policy by 
the large amounts of Treasury bills available to banks and by the un- 
limited access to Bank of England accommodation given to the discount 
houses. As we learned earlier, changes in the Bank of England discount 
rate tend to result in corresponding interest rate changes in the general 
money market. But this may not reduce private borrowing and the 
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accompanying monetary expansion when the public’s loan demands are 
buoyed up by favorable expectations. Consequently steps must be taken 
to reduce commercial bank lending power, particularly to the private 
sector. This the Bank may undertake to do by selling Treasury bills in 
the open market. Regardless of who buys the bills, the effect is to reduce 
the commercial banks’ reserve balances on deposit with the Bank of 
England. This reduction of bank reserves below the customary 8 per cent 
level will result in the calling of bank loans from the discount houses. 
To meet this demand, the latter borrow ( on Treasury bills ) at the Bank 
of England. Because of the unlimited and undoubted right of the dis- 
count houses to borrow at the Bank, the reduction of bank reserves by 
the open market sales of securities has thus been thwarted. 

In spite of the fact that the Bank’s open market sale of bills fails to 
limit the cash reserves of the clearing banks, two possible restraints 
may result. First, as the discount houses are driven to the Bank for 
necessary funds, they must pay the penalty bank rate, which is higher 
than the existing market rates of interest. Consequently the discount 
houses will require higher yields on new bills purchased, and market rates 
of interest will tend to rise. This rise in interest rates may have a restrain- 
ing effect on borrowing and expenditure in the private sector. It will 
not, however, be of consequence in the case of government expenditures. 
Secondly, in case the bills sold by the Bank are purchased by investors 
who write checks on their bank deposits, the money supply is thereby 
reduced. But, because this reduction in deposits results in an increase 
in excess reserves of the commercial banks, the restraint is but momentary. 
It is often concluded, therefore, that so long as an abundance of Treasury 
bills is available in the hands of the discount houses, the power of the 
Bank of England to impose monetary restriction through the use of open 
market operations is a limited one. This is the basis for much concern 
exhibited in the Radcliffe Report regarding the liquidity of the money 
market in relation to the level of expenditure. Only if the Treasury re- 
stricts the supply of Treasury bills available to the banks and to the 
discount market can the quantity of money be brought under control. 13 

13 Cf. W. Manning Dacey, '‘The Floating Debt Problem” Lloyds Bank Review , 
April 1956; and W, Manning Dacey, "Treasury Bills and the Money Supply,” Lloyds 
Bank Review , January 1960. For a conflicting view see the Committee on the Work- 
ing of the Monetary System, Principal Memoranda of Evidence , Vol. Ill, p. 35 for 
Mr. Thomas Balogh’s contention that the alleged ineffectiveness of open market 
policies is not due to the oversupply of Treasury bills but because of a popular new 
interpretation of the central bank's duties as a lender of last resort. "This new inter- 
pretation implies that the Bank has the duty to provide permanent accommodation 
to the discount market so long as eligible paper is presented by eligible firms. . . . 
The factor frustrating open market operations was not the rise in unfunded debt but 
the fact that the convention against overtrading by the discount market has been 
given up.” 
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Questions for Study 


1. What features of the Canadian banking laws tend to encourage: 

a) Large- rather than small-scale banking? 

b) Careful reappraisal of banking laws from time to time? 

c) Adequate credit extension to farmers and manufacturers unable to 
borrow on warehouse receipts? 

2. To what extent can the chartered banks make loans secured by real estate? 

3. Why have the branch banks of Canada been of benefit to farmers? 

4. How stable were the Canadian banks during the great depression? Can 
you explain this stability? 

5. Who owns the Bank of Canada? What reasons can you give for and against 
such ownership? 

6. What are the reserve requirements for Canadian banks? 

7. How do the British clearing banks carry their cash reserves? How large 
are such reserves? How do they increase them should they become too 
low? 

8. What are the “accepting banks”? What is their function? 

9. What are the discount houses? Where do they obtain their funds? What 
is their place in the Treasury bill market? 

10. How do Bank of England funds get into the English money market? 

11. How important is the Bank Rate? 

12. Why may the open market sales of bills by the Bank of England fail effec- 
tively to reduce the cash reserve position of the clearing banks? 




part five 


Price Changes and the 
Determinants of the 
Volume of Money 




chapter nineteen 


PRICE MOVEMENTS AND 
THEIR CONSEQUENCES 


Up to this point our study has acquainted us with the nature of modem 
money systems and with the nature and functioning of banks and the 
banking systems that provide the supply of money in our world today. We 
are now ready to examine the relationship of money and banking to the 
behavior of the price level and to the level of income and employment. 
Therefore, we shall next look at the ways of measuring changes in price 
levels and some of the consequences of such changes. Then we shall study 
the determinants of the supply of money and the demand for money, and 
their relation to the determination of the price level and the level of in- 
come and employment. 

A central theme in the study of monetary problems is the behavior 
of prices. Some method of measuring average price movements is needed 
both for analyzing causes and as guides in the attempt to modify and 
control the movement of prices. The basic monetary problem, as it 

281 
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relates to economic welfare, arises from the difference in the pace and 
magnitude of changes which occur among prices of different types. The 
cost of living of wage earners, wholesale prices, agricultural prices, and 
durable goods prices, to mention a few, show considerable divergence 
in their movements. Index numbers that measure particular groups of 
prices are, therefore, of vital importance if factual data are to be used 
to enlighten the study of monetary problems. 


The Measurement of Price Changes 

The index number as a device for measuring price movements. The 
index number is a device that permits the measuring of the average 
behavior of a number of individual prices. Its practical usefulness derives 
from the fact that prices have some tendency to cluster together so that 
a movement in the price index may be taken as indicative of a similar 
movement in the bulk of the particular prices that are included in the 
index. If a price index be made too broad and all inclusive, so that it 
averages too wide a variety of prices, its movements will show but little 
of practical use in respect to relative movements of different types. It is 
this relative movement of prices that is important. Too broad an index 
conceals important relative movements of the several groups of prices, 
and for this reason has less practical value than the more specialized 
types of index. 

The choice of prices to be measured. The use to be made of an index 
number must largely govern the particular group of commodities whose 
prices are to be measured. For example, if the need is for a measure of 
changes in the cost of living of workingmen, the index must be based 
upon such things as the retail cost of food, clothing, shelter, fuel, and 
services of the type used by such individuals. Not only will such an index 
contain a somewhat different list of commodities from that of an index 
designed to measure living costs of business and professional groups, 
but it will also differ for workingmen in different geographical areas. 
On the other hand, if the price index is designed to measure price changes 
most important to the profit prospects of businessmen, it must be based 
largely on the prices of commodities at wholesale. Such an index is fairly 
sensitive to cyclical change and is, therefore, of more use than cost-of- 
living index numbers for discovering cyclical developments. Of even 
greater use for discerning cyclical price changes is the special group of 
commodities whose prices are sensitive to cyclical changes in business. 
Such commodities include farm products, rubber, silk, crude petroleum, 
and the like. Index numbers of prices of such raw materials are, there- 
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fore, highly sensitive to cyclical change. Students of the problem of 
international trade, on the other hand, are concerned with the behavior 
of price indexes of imported and exported goods. 

Numerous specialized index numbers are used to measure the changing 
price trends for narrow groups of commodities. Such specialized indexes 
are of interest both to businessmen whose economic welfare is bound 
up with the behavior of such prices and to students of general business 
fluctuations. The latter are especially interested in the relative move- 
ments of different groups of prices as they bear upon the basic economic 
situation. The multiplicity of such specialized index numbers of prices 
may be seen by examining the list currently carried by the Federal Re- 
serve Bulletin. Index numbers of wholesale prices published in the Bul- 
letin are compiled by the Bureau of Labor Statistics, and are constructed 
for separate groups of commodities and combined into a general whole- 
sale price index based upon 2,200 separate commodities. 1 

Measuring the purchasing power of money. Both theoretical and 
practical difficulties are presented by any attempt to make an index 
number that properly measures the purchasing power of money in a 
broad sense. 2 Theoretically, there is the question of what, precisely, 
should be the prices covered by such an index. It is sometimes argued 
that the most significant index of the purchasing power of money is one 
that would include only prices of things that enter into final consumption , 
weighted in proportion to the amount of money income spent for each 
by the consuming public. 3 Thus, prices of capital goods, securities, real 
estate, goods at wholesale, and the like would be excluded, for they do 
not constitute a part of the consumers’ goods purchased by the public. 
The justification for such a view rests on the belief that greater signifi- 
cance attaches to changes in the buying power of the consumer s dollar 
than to changes in the buying power of money held by businessmen. 
On the other hand, a case may be made for the creation of a compre- 
hensive index embodying the prices of everything bought or sold by the 
use of money. Such an index number measures the purchasing power 
of money for all uses. This is in sharp contrast to an index designed to 
measure only the price level of consumers’ goods alone. If one is seeking 
a measure of the average purchasing power of money in the hands of 
all types of users, when spent over the whole range of purchases and 

1 See “Description of the Revised Wholesale Price Index,” Monthly Labor Review , 
February 1952, pp. 180-187, and Allan D. Searle, “Weight Revisions in the Wholesale 
Price Index, 1890-1961,” Monthly Labor Review , February 1962, pp. 175-182. 

2 The price index is the reciprocal of the purchasing power of money over those 
commodities included in the index. 

3 Cf. J. M. Keynes, Treatise on Money , Vol. I (New York: Harcourt, Brace and 
World, Inc., 1930, pp. 54 and 57-58. 
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settlements made with money, this comprehensive type of index is 
desirable . 4 

The construction of index numbers of prices. The technical method 
of construction of index numbers involves complex statistical processes, 
the details of which need not detain us here. It is appropriate, however, 
to mention briefly some of the outstanding problems that arise in making 
index numbers, for an awareness of these problems will be of help in 
osing and interpreting index numbers as well as in understanding their 
limitations: 


1. The selection of the general group or class of prices to be meas- 
ured. 

2. The choice of the particular commodities whose price movements 
may be taken as representative of the price movements of the general 
group or class. 

3. The collection of data on prices of the chosen commodities. 

4. The choice of a base period with the prices of which the prices of 
any given year or years are to be compared. 

5. The calculation of a properly weighted average of prices, or index 
number, showing a comparison with the base. 


The selection of the general group of prices for measurement by the 
Mex number will depend upon the purpose for which the index is 
wanted. Since it would obviously be difficult to include all possible com- 
modities, sample commodities must be chosen to represent the general 
group. Expediency demands that the size of the sample be kept as small 
as is consistent with reasonable accuracy. So far as possible, basic com- 
modities are used, because their price fluctuations are representative of 
the price movements of closely related commodities. To get proper 
quotations on prices of commodities sold in different markets requires 
the choice of a sample from each of the several quotations. For example, 
the Bureau of Labor Statistics obtains its price quotations on a particular 
commodity from a number of sources considered representative of the 
whole market, and these sample prices are averaged. The large numbers 
o unstandardized commodities that result from brands and product 


tV an * n< ^ x °f prices was once calculated by Carl Snyder. For a description of 
.. ls see his “Measure of the General Price Level,” Review of Economic Statis - 
• ^ ^hruary 1928. The items he included in his revised index and the weight as- 
signed to each were as follows: 


Industrial commodity prices at 
wholesale 

Farm prices at the farm 
Retail food prices 


Other costs of living items 

Transportation costs 


10 

10 

10 

5 

10 

5 


Realty values 10 

Security prices 10 

Equipment and machinery prices 10 

Hardware prices 3 

Automobile prices 2 

Composite wages 15 
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differentiation present complications. This fact is illustrated by the 
problem of choosing representative prices of motor cars. 

Collection of adequate price data is relatively easy in the case of staple 
commodities traded in on organized exchanges. It is difficult where trad- 
ing is mainly in the form of private transactions in which higgling plays 
a part. Similarly, retail price data on any comprehensive basis present 
difficulties. 

The choice of the base period. The ordinary index number is a per- 
centage comparison of the average prices of a given year with the 
average prices of the base period or base year. A near base is more 
desirable than a remote base for several reasons. First, it is easier to 
visualize price variations as percentages of a near base. For example, 
if one wishes to follow the movements of prices during the years 1960, 
1961, and 1962, an index that compares those prices with the prices of 
the period 1957-1959, the present base for the Bureau of Labor Statistics* 
wholesale price index, would be more easily comprehended than one 
that compares those prices with prices of the year 1926 or 1913. The 
advantage of such an index over one based upon 1890 is even more 
marked. Secondly, remote base years make more difficult the task of 
including in the index important new commodities that may not have 
existed in the base year, and the proper weighting of old ones. In con- 
trast, a near base makes possible the construction of an index giving a 
more valid picture of recent price changes. Yet another reason for pre- 
ferring a near, instead of a remote, base is the tendency for errors and 
biases, which exist in even the most carefully constructed index numbers, 
to be exaggerated as the base becomes more remote. 

The method of construction of index numbers. An index number is 
useful only if it presents a reasonably true picture of the behavior of the 
group of prices which it represents. To furnish a correct picture, it must 
be properly constructed. The theory behind the proper construction of 
index numbers is a complex one and need not concern us here. Our 
purpose will be sufficiently served if we examine briefly the most com- 
mon methods in actual use. 

The simple arithmetical average of price relatives is one common type 
of price index. The manner of calculating such an index may be easily 
seen. Let us suppose that we first construct an index number that will 
show the relative changes in the price of a single commodity such as 
wheat, taking the average price of wheat during the year 1959 as the 
basis of comparison. The average price of wheat during 1962 may be 
compared with the average price of wheat during 1959 by calculating 
the ratio of the 1962 price to the price in 1959. Thus, if wheat in 1959 
were $2 per bushel and $2.50 in 1962, the 1962 price would be 125 per 
cent of the base year price of 1959. Similar calculations for subsequent 
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years would give a series of percentages showing the relationship of the 
price of wheat for each year to the price of wheat in 1959. This series of 
percentages, beginning with the year 1959 as 100, comprises an index 
number of the price of wheat. Similar index numbers of the prices of 
other commodities can be constructed in the same way. The simplest 
method of combining these indexes of individual prices to form a general 
price index is to find the arithmetical average of the percentages for each 
year. The resulting average is then taken as the index number for the 
group of commodities. This is illustrated in Table 19.1. 

Table 19.1 

Index Number Based Upon Price Relatives 


1959 1962 


Commodity 

Price 

Percentage Ratio 

Price 

Percentage Ratio 



to 1959 Price 


to 1959 Price 

Wheat 

$2.00 

100 

$2.50 

125.0 

Butter 

.70 

100 

.60 

85.5 

Wool 

.40 

100 

.30 

75.0 

Coal 

8.00 

100 

10.00 

125.0 



4) 400 


4) 410.5 

Index for 1959 prices 

100.0 

Index for 1962 prices 

102.6 


The simple arithmetical average of price relatives provides an index 
number which is simple to calculate and has often been used. But this 
type of index has certain serious defects. First, it measures imperfectly 
the purchasing power of money, because it fails to take into account the 
differences in importance of the different commodities. The price move- 
ments of each commodity have the same weight in the final average as 
those of every other commodity. But some commodities obviously are of 
more importance than others and should therefore exert more influence 
in the index number. A makeshift remedy for this defect may be achieved 
by introducing the more important commodities more than once. For 
example, to include both wheat and flour would increase the weight of 
changes in the price of wheat, for wheat and flour prices tend to move 
together. 

A second characteristic of index numbers constructed from arithmetical 
averages of price relatives is their upward bias. This means that prices 
that move upward exert more influence in the index number than do 
those which move downward. The reason for this lies in the pecul iar 
nature of percentages that may rise to unlimited heights but cannot fall 
more than from 100 to zero. If, therefore, compared with the base year 
the price of one commodity doubled, its price relative would be 200. 
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If at the same time the price of another commodity were cut in half, its 
price relative would be only fifty. In the final arithmetical average of 
the price relatives, the effect of doubling one price is much greater than 
the effect of cutting the other in half. But to the ordinary observer it 
would seem that the movement of one price canceled the other. The 
index number, however, would show that average prices had increased. 5 

The aggregate type of index number. In constructing its wholesale 
price index, the Bureau of Labor Statistics has adopted a method that 
furnishes a practical solution to the problems of weighting and minimiz- 
ing biases. The average base period price of each of the 2,200 commodi- 
ties used in this index is multiplied by the quantity of the commodity 
marketed during a given representative period. The average price for 
the given year for which a comparison with the base year is to be made 
is also multiplied by the same quantity. This gives, for each commodity, 
the value of the amount sold: ( 1) at the base year price; and (2) at the 
given year price. The total value of all commodities at the given year 
price is then compared with the total value of all commodities at the 
base year price. The result is a percentage figure, which is the index 
number. To put it in another way, the index number is the percentage 
relationship between the values of a given bill of goods at the given 
year and the base year prices. 6 This is illustrated in Table 19.2. 

The formula for the construction of this type of index number is: 

I = £Pllxl00 
Zpoq 

when p 0 is the price of each commodity in the base year, 

Pi is the price of each commodity in the given year, and 
q is a representative quantity of each commodity. 


Price Dispersion 


A rise or fall in the price level results from the movement of the mass 
of individual prices that make up the general average. But by no means 
does it follow that particular or individual prices move in proportion to 
movements of the general price level. On the contrary, some individual 
price movements exceed and others are less than the movement of the 


5 To avoid this upward bias the geometric mean may be used. This mean is calcu- 
lated by multiplying the price relatives together and extracting the nth root. Cf. Irving 
Fisher, The Making of Index Numbers (New York: Houghton Mifflin Company, 


1927), pp. 33-34, _ _ _ 

6 In actual practice the quantities of goods referred to are represented by weights 
for each of the 2,200 priced items in the index. These weights are computed on the 
basis of the relative value of shipments of each commodity, plus that of representative 
commodities of similar nature, for the year 1958. Cf. Searle, op. cit ., pp. 175-182. 
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Table 19.2 

Aggregate-Type Index Number 





Base 

Year 

— 


Commodity 

Price 


Quantity 



Total Value 

Wheat 

$1.00 

X 

400,000,000 

bu. 

= 

$ 400,000,000 

Butter 

.40 

X 

1,500,000,000 

lb. 

= 

600,000,000 

Wool 

.14 

X 

400,000,000 

lb. 

= 

56,000,000 

Coal 

4.00 

X 

300,000,000 

tons 


1,200,000,000 

Aggregate value at base year prices 




= 

$2,256,000,000 

Index number of base year 






100 





Year 






Given 



Commodity 

Price 


Quantity 



Total Value 

Wheat 

$ .95 

X 

400,000,000 

bu. 

= 

$ 380,000,000 

Butter 

.36 

X 

1,500,000,000 

lb. 


540,000,000 

Wool 

.21 

X 

400,000,000 

lb. 

= 

84,000,000 

Coal 

3.24 

X 

300,000,000 

tons 

= 

972,000,000 

Aggregate value at given year prices 





$1,976,000,000 

Index number, percentage of given year aggregate of base 




year aggregate 






87.5 


general average. This is true both of price movements of a long-run or 
secular nature and of short-run or cyclical price changes. 

This tendency of individual prices to scatter, called price dispersion , 
is at the root of many problems that pertain to money and prices. Es- 
pecially is this true of cyclical price changes. If all prices moved together 
at the same time and in the same proportion, costs of production would 
remain in line with selling prices, and disturbances to business enterprise 
resulting from general price changes would be greatly reduced. 

Dispersion of individual prices. The tendency of individual prices to 
scatter in the face of long-run general price changes may be easily seen 
in Fig. 19.1. This dispersion of prices, which persists over a long period 
of years, is mainly due to basic changes in the demand for the different 
commodities and in their costs of production. It is but little affected by 
the monetary and other forces that caused an increase in average whole- 
sale prices from 66 to 100 (1913 = 100). 7 

Not only is there marked long-run dispersion among the prices of 
individual commodities, but also groups of prices show differences in 
behavior. Figure 19.2 shows both the secular and the cyclical dispersion 
among wholesale prices, retail prices, general prices, and wages for the 


7 Cf* Frederick C. Mills, The Behavior of Trices (New York: National Bureau of 
Economic Research, 1927 ) , pp. 65-69, for a discussion of differences in trends of indi- 
vidual prices. 
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Mills , F.C., The Behavior of Prices, p. 68. Courtesy of 
the National Bureau of Economic Research , Inc. 

Fig. 19.1. Lines of Trend Measuring the Average Rates of Change 
in Individual Commodity Prices Between 1896 and 1913. 

years 1860-1934. Figures 19.3 and 19.4 show the dispersion among, differ- 
ent groups of prices during the depression and recovery period 1929- 
1936 and the war and postwar period 1941-1953. 

As we have seen, there is substantial divergence among the different 
price series both cyclically and in the longer-range trends. During the 
swings of the cycle some commodities react sharply to the shifts in 
income and aggregate demand while others are relatively insensitive. 
The reason for these differences in price behavior appears to rest in 
differences in price elasticities of demand and supply and to differences 
in the degree of competition in the market. Some differences are explain- 
able by the existence of government price restraints, as in the case of 
public utilities, and by government price supports. Some prices are tied 
to contracts extending over time and some are the result of daily auctions. 
Needless to say, the incomes dependent upon these divergent prices will 
also experience different degrees of cyclical variation. 

If we look at the historical record of price movements shown in Fig. 
19.2, an interesting and significant relationship appears. With 1913 as 
the base year and price relationships projected ahead to 1933 and back- 
ward to 1860, we see wholesale prices, retail prices, and wages spreading 
or diverging as they depart from the base year of 1913, but in an inverse 
manner. During the long period of secular decline in prices between 
1866 and 1896, wages remained relatively stable, retail prices fell from 
about 105 to 74, while wholesale prices were falling from 180 to less than 
70. In other words, wholesale prices were falling much more than were 
retail prices, and the fall of retail prices was much greater than the decline 
in wages. On the other hand, between 1896 and the end of 1930, a period 
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The American Economic Review, September 1934 , p. 390. 

Courtesy of Carl Snyder. 

Fig. 19.2. Genera! Price Level in the United States, with Three 
Leading Components Annually from 1860. 1913 = 100. 

of secular rising prices interrupted by the sharp inflation and deflation 
of prices between 1917 and 1921, we find that wages ended the period 
with substantial gains as compared with commodity prices. Also retail 
prices ended at a much higher level than did wholesale prices. The basic 
reason for these divergencies is not to be found in differences in degree 
of monopoly or in the power of labor unions, as similar present-day phe- 
nomena are often explained, but rather by the simple fact that the whole 
period was one of growing productivity of labor. With the developments 
in both industry and agriculture, productivity per man hour was rising 
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Mills , Prices in Recession and Recovery, p. 14. 


Fig. 19.3. Movement of Prices During Recession 
and Recovery. 

steadily and substantially. Consequently, it is not surprising that wages 
fell but little during the 1866-1896 period of falling commodity prices 
and that at the end of the period of rising prices, 1896-1930, they stood 
at levels much above those of commodity prices. The fact of rising labor 
productivity also helps to explain the long-run relative rise in retail 
prices as compared to wholesale prices. As is well known, the process 
of moving goods from primary producers through the retail markets into 
consumers’ hands involves a relatively large labor input. Furthermore, 
the marketing process, especially at the retail level before the days of 
supermarkets and discount houses, lagged substantially behind manu- 
facturing in technological progress. The general rise in wages related to 
technical progress elsewhere has tended to increase all wage costs and 
left its mark on the relative behavior of retail prices. 
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1941 1942 1943 1944 1945 1946 1947 1948 1949 1950 1951 1952 1953 

Calculated from Data Appearing in the Monthly Labor Review 

and the Federal Reserve Bulletin. 

Fig. 19.4. Movement of Prices During the War and Postwar Period. 

A similar situation is revealed in Table 19.3. During the postwar years 
the consumers' price index has tended to rise somewhat more than has 
the wholesale index. Between 1956 and 1961 the wholesale price index 
rose by 4.7 points while consumers' prices were rising 11.6 points. During 
1958-1961 the wholesale price index was stable* but the consumer price 
index rose 4.3 points. The greater rise in consumers' prices appears to 
have been caused by the behavior of the cost of services. To be sure, 
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some part of the disparity among price changes between 1947 and 1961 
arose from delayed adjustment of rents and other important items in the 
consumers’ index. Nevertheless it seems reasonably certain that the rise 
in the consumers’ price index was largely due to the rise of the cost of 
services, with heavy labor components that experienced less than average 
rates of growth in labor productivity. 

Table 19.3 

Prices in Post War Years * 

Annual Averages, 1947-9 = 100 


Y ear 


Wholesale Prices 


Consumers' Prices 



All Farm 

Wholesale Products 

All Com- 
modities 
Except Farm 
Products 
and Proc- 
essed Foods 

All 

Items 

All Services 

Com- 
modities 

1947 

96.4 

100.0 

95.3 

95.5 

96.3 

94.5 

1948 

104.4 

107.3 

103.4 

102.8 

103.2 

100.4 

1949 

99.2 

92.8 

101.3 

101.8 

100.6 

105.1 

1950 

103.1 

97.5 

105.0 

102.8 

101.2 

108.5 

1951 

114.8 

113.4 

115.9 

111.0 

110.3 

114.1 

1952 

111.6 

107.0 

113.2 

113.5 

111.7 

119.3 

1953 

110.1 

97.0 

114.0 

114.4 

111.3 

124.2 

1954 

110.3 

95.6 

114.5 

114.8 

110.2 

127.5 

1955 

110.7 

89.6 

117.0 

114.5 

109.0 

129.8 

1956 

114.3 

88.4 

122.2 

116.2 

110.1 

132.6 

1957 

117.6 

90.9 

125.6 

120.2 

113.6 

137.7 

1958 

119.2 

94.9 

126.0 

123.5 

116.3 

142.4 

1959 

119.5 

89.1 

128.2 

124.6 

116.6 

145.8 

1960 

119.6 

88.8 

128.3 

126.5 

117.5 

150.0 

1961 

119.1 

88.0 

127.7 

127.8 

118.3 

152.8 


* Pearl C. Ravner, “Price Trends and the Business Cycle in Postwar Years,” 
Monthly Labor Review, March 1962, pp. 241-242. 


This suggests that policy attempts to achieve price-level stability 
should take into account the probability that consumers’ prices may rise 
if the wholesale price index is stabilized. Or, if policy efforts are directed 
successfully to the stabilization of consumers’ prices, wholesale prices 
will probably fall. 


The Effects of Changes in the Price Level 

Economic disturbances provoked by changes in the general level of 
prices arise mainly from the failure of incomes, debts, and individual 
commodity prices to change proportionally. In the preceding section, 
we examined briefly the dispersion in movement that takes place among 
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different types of prices. The effects of such price dispersion will next 
occupy our attention. These effects fall into two categories: (1) modifi- 
cations in the distributions of wealth and income; and (2) the effect on 
business activity. 

General price movements are of two major types: short-run or cyclical 
changes, and long-run or secular changes. Cyclical price changes are 
associated with the up-and-down swings of the business cycle. Such 
price movements are of varying magnitude, depending upon the intensity 
of the cycle, and contribute to the cyclical fluctuations in the level of 
business profits. Furthermore, during more acute cyclical changes, price 
fluctuations may be large enough to create violent shifts in the distribu- 
tion of income, bestowing largess upon one group at the expense of others. 
During wartime inflation, the rise in prices is essentially cyclical in nature 
but more violent than the usual peacetime cyclical price increases. Long- 
run or secular price movements, on the other hand, are the changes in 
price levels over a period of time covering several cyclical movements. 
For example, if during a certain period of time the low point of prices 
in each succeeding depression and the high point in each succeeding 
boom tend to rise, the secular trend of prices is upward. When the 
secular trend of prices is downward, succeeding cyclical troughs and 
peaks of prices become progressively lower with the passing of time. 

Effects of price changes upon income distribution between debtors 
and creditors. One may hardly attempt to justify the particular dis- 
tribution of wealth and income that exists at any one time in economic 
society. But one may, nevertheless, very properly object to capricious 
shifts in the existing distribution induced by changes in the price level. 
Yet such a change does occur whenever the price level rises or falls to any 
appreciable extent. 

It is well recognized that rising prices, for instance, tend to enrich 
debtors at the expense of the creditors. Because debts call for the repay- 
ment of a given number of dollars, a rise in prices almost certainly will 
reduce the buying power of creditors’ fixed money receipts. On the other 
hand, unless pursued by unusually bad fortune, the debtor will find 
repayment easier than before because of a rise in the money value of 
anything he has to sell. A vivid example of the effect of inflation on 
creditors exists in the plight of purchasers of United States Savings Bonds 
and other securities during the war. During the postwar period such 
persons found that the purchasing power of their investments had been 
cut in half. Of course, in this case the tax-payers rather than private bor- 
rowers were benefited. Falling prices have just the opposite result. The 
fixed incomes of creditors grow in purchasing power while the luckless 
debtor finds his money income shrinking in the face of rigid and irre- 
ducible debts. 
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When price inflation takes extreme forms, as it did in parts of Europe 
after World War I and World War II, old debt structures may be almost 
completely extinguished. This occurred in Germany in 1921-1923, when 
the paper mark fell to one-trillionth of its gold value. Such results are 
especially damaging to small and middle-class savers holding savings 
bank deposits and bonds. Thrift becomes a mockery in the face of acute 
inflation. 

On the other hand, extreme deflation, such as occurred after 1929, 
may be so severe as to wipe out altogether the equity of debtors in then- 
property and to result in the transference of ownership to the creditors. 
The plight of many American farmers during the Great Depression well 
illustrates this fact. 

The effects of price changes upon business incomes. Incomes of 
businessmen are residual in nature. After their contractual obligations 
in the way of wages, material costs, and debts are met, the remainder 
goes to the businessman as his share. Anything that increases or decreases 
the gross income of a business, without causing a proportional increase 
in its expenses or costs, will expand or contract, as the case may be, the 
size of the residual amount going to the owners. A rise or fall in the level 
of commodity prices that results from changes in aggregate demand 
tends directly to increase or decrease the gross income of business. At 
the same time, some costs— for instance, raw materials— will also change. 
But some important costs are sticky and respond slowly to the movement 
of commodity prices. Sticky costs are those controlled by custom, legal 
regulation, monopoly, and long-term contracts. Although by no means 
absolutely inflexible, these costs adjust slowly to the general commodity 
price situation. During rising prices, interest and principal payments on 
pre-existing debts are unaffected. The cost of public utility and transport 
services can increase only after the adjustments in rates can be wheedled 
out of regulatory commissions. Also, basic wage rates of labor may be 
adjusted belatedly to a rising price level. However, the appearance of 
overtime with the upswing in business activity largely offsets some lags 
in the adjustment of the basic scale. Furthermore, vigorous union action 
sometimes results in the inclusion in wage contracts of escalator clauses 
and rights to reopen wage negotiations in case of changes in the cost of 
living. Consequently there has been a material reduction in the oppor- 
tunities for business gains from wage lags during inflationary periods. 8 


8 The inflation gains in business profits arising from lagging costs do not exist of 
course if price increases occur because wage costs are pushed up by strong labor 
union pressure. This so-called “cost-push” inflation, much in the news in late years, 
must be distinguished from the conventional “demand-pulT inflation generated by 
the appearance of excessive expenditure arising from the expanding rate of investment 
spending during periods of boom. 
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Still there is a substantial segment of employed workers-salaried and 
nonunionized — whose money incomes lag behind wholesale price changes. 
The gains of business arising from the lag in costs during periods of 
rising prices are sometimes called windfall profits to indicate that they 
are the result of the fortuitous circumstance of a rising price level instead 
of a reward for efficient management and meritorious anticipation of 
economic trends. Not only do windfall profits result in unjust enrichment 
of the businessman at the expense of other income getters, but also they 
encourage overexpansion of investment and booms. Furthermore, as 
prices rise, business firms tend to anticipate future capacity needs as they 
attempt to beat expected future increases in construction and equip- 
ment costs. 

Not all businessmen, however, are in a position to profit excessively 
from rising prices. This is particularly true of business enterprises whose 
prices or rates are subject to public control. Costs of such firms rise with 
rising general prices, yet rates charged for their services can be raised 
only when the regulating authority gives consent. 

Just as rising prices with lagging costs give windfall gains, so falling 
prices with lagging costs result in windfall losses. Interest rates and 
wages are difficult to bring down, and their stickiness in times of falling 
commodity prices results in undeserved losses., To be sure, if invention 
and improved industrial technique were causing a fall in money costs 
that corresponds to the fall in prices, the change in prices would not be 
objectionable. But, as a practical matter, one can hardly expect any 
uncontrolled price movement to meet this exacting requirement. 

The effect of changing prices on employed workers. A good many 
employed workers are not so situated as to benefit from overtime pay 
and are without union support for increased wages. Consequently they 
suffer a decline in real income as their salaries and wages lag behind the 
advancing cost of living. Moreover, even those wage earners whose 
hourly money wages keep up with the rising living costs often fail to 
participate in the increased productivity of the economy arising from 
technological improvements. On the other hand, when prices fall, lagging 
wage rates tend to increase labor s share in the national income. But this 
gain to labor depends primarily upon a gradual and moderate rather 
than a rapid fall in prices. Sharply falling prices destroy labor s advantage 
by causing a decline in business activity and employment. 

Long-run price changes and business activity. The long-run price 
trend has been an object of deep concern to students of monetary prob- 
lems. During the late 1920's, this concern led to great interest in the 
question of the adequacy of the world’s monetary gold supply to maintain 
the postwar level of prices. The basis of this interest in the long-run price 
trend rested in the widely held belief that depressions are prolonged and 
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exaggerated by a falling price trend, whereas shorter depressions and 
longer periods of prosperity characterize periods of long-run rising prices. 
The tangible evidence offered to support this belief is found in Table 
19.4, which embodies the findings of Dr. Willard L. Thorp as quoted by 
Professor W. C. Mitchell in his study of business cycles. 9 

Table 19.4 

The Relative Duration of Prosperous and Depressed Phases of 
Business Cycles in Periods of Rising and Falling Trends 
of Wholesale Prices in the United States and England 


United States 



Price Trends 

Years of 
Prosperity 
per Year of 
Depression 

1790-1815 

Prices rising 

2.6 

1815-1849 

Prices falling 

.8 

1849-1865 

Prices rising 

2.9 

1865-1896 

Prices falling 

.9 

1896-1920 

Prices rising 

3.1 


England 



Price Trends 

Years of 
Prosperity 
per Year of 
Depression 

1790-1815 

Prices rising 

1.0 

1815-1849 

Prices falling 

.9 

1849-1873 

Prices rising 

3.3 

1873-1896 

Prices falling 

.4 

1896-1920 

Prices rising 

2.7 


The moral of the data appearing in Table 19.4 seems to be that down- 
ward trends in prices must be avoided if depressions are to be kept at 
a minimum. There appear to be reasonable grounds to support the 
above conclusion. It is well known that falling prices are unpopular with 
businessmen, since they impose a reduced level of profits and, at times, 
losses. The stickiness of wages and interest charges contributes to the 
embarrassment of businessmen faced with falling prices. A scaling-down 
of such interest charges and wage rates can come about only by depres- 
sion and unemployment. Furthermore, long-run upward price trends 
were generally characterized by more than normal increases in the 
monetary gold supply, whereas falling price trends generally have been 
accompanied by a smaller increase in the supply of gold. To the extent 
that prosperity was brought to an end by a shortage of bank reserves, 
and relief from depression was facilitated by the accumulation of a 
plentiful supply of reserves, rapid increases in gold available for bank 
reserves permitted the expansion phase of the cycle to continue longer 
and to hasten the termination of depression. Contrarily, slower rates of 
increase in gold tended to shorten the prosperous period and lead to 
longer depression. 


9 Business Cycles , The Problem and Its Setting (New York: National Bureau of 
Economic Research, 1927), p. 411. Quoted with the permission of the publisher. 
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Objections to the conclusion that falling price trends are undesirable. 
The conclusion that long-run falling prices increase the length of periods 
of business stagnation and are therefore highly undesirable is open to 
criticisim on several grounds: 


1. A decline in the price level need not depress business if it is ac- 
companied by an equal reduction in costs arising from technical im- 
provements. 

2. The mere fact that prolonged periods of depression appear at the 
same time as falling secular price movements is no proof that depression 
is caused by falling prices. It may be argued with equal facility that 
depressions cause the declining price trend or that both are the result 
of some common cause and neither the cause of the other. 


3. As presented by Mitchell, the evidence is biased in the direction 
of proving the conclusion that falling prices promote depression and 
rising prices promote prosperity. This bias arises from the manner in 
which the turning points in the secular price movements are related to 
cyclical movements. For example, the downward trend of English prices 
began with the depression of 1873 and continued irregularly until 1896. 
The latter year marked both the beginning of the upward trend of prices 
and the end of a period of depression. Thus, the period 1873-1896, 
constituting the period of the downward price trend, is biased in favor 
of depression because both the beginning and end are depression pe- 
riods. The period 1896-1920 is in turn biased in the direction of pros- 
perity. It begins in 1896 at the start of a business revival and ends in 
1920 at the end of the long war and postwar boom. Periods of down- 
ward price trends include an extra period of depression, but the up- 
ward price periods include an extra period of prosperity. The choice of 
turning points in this manner can hardly be avoided, but such a choice 
inevitably provides a biased picture of the relation between price trends 
and the prevalence of depression. 

4. The terms prosperity and depression as used by Mitchell have no 
very exact meaning. They cannot be defined quantitatively but are merely 
relative terms.™ It follows that the existence of more or fewer months of 

depress™ as compared with months of “prosperity” may mean much 
or little, depending upon the intensity of the depression and prosperity 
experienced. * * J 


5. The behavior of the per capita real income of the United States 
during periods of rising and falling trends of prices points to the con- 
c usion that national economic welfare improved more rapidly during 
periods of falling prices than during the periods of rising prices. This 
evidence presented in Table 19.5, does not prove that the rate of eco- 

wh^n C ntf VanCe mi f n- not , have been even more ra P id during periods 
hen prices were falling, had prices risen instead. But at least it raises 

waTnJ?! 5 to . the v alidity of the widely accepted belief that down- 

tionabk tr6nds “ the United States have been economically objec- 


10 Ibid., p. 382 . 
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Table 19.5 

Increase in Per Capita Real Income in the United States, 1850-1928 * 


Period 

Price Trend 

Income 

at 

Begin- 

ning 

Income 
at End 

Gain in 
Real 
Income 

% 

Gain 

for 

Period 

Average 
Annual % 
Gain for 
Period 

1850-1860 

Upward 

$ 69 

$ 82 

$ 13 

18.8 

1.88 

1870-1880 

Downward 

79 

111 

32 

40.5 

4.05 

1880-1890 

Downward 

111 

169 

58 

52.2 

5.22 

1890-1900 

Irregular 

169 

232 

63 

37.2 

3.72 

1900-1910 

Upward 

232 

262 

30 

12.9 

1.29 

1913-19281 Upward and stable 

368 

541 

173 

47.0 

3.13 


* Data from W. I. King, The Wealth and Income of the People of the United States , 
(New York: The Macmillan Company, 1917), p. 129. 
t Encyclopaedia of the Social Sciences , Vol. XI, p. 206. 


The relation of short-time price fluctuations to business activity. 
Short-time or cyclical fluctuations in business activity are generally 
accompanied by corresponding changes in the price level. High or rising 
prices tend to accompany prosperity, and low or falling prices charac- 
terize serious depressions. So closely are price fluctuations associated with 
changes in business activity that some regard cyclical changes in business 
as being essentially price phenomena. Such a view is understandable in 
the light of the fact that common causes lie behind both price and 
business fluctuations. 

Any extensive examination of the causes of short-time price changes 
must be postponed until a later chapter. It is enough for our present 
purpose to suggest here that changes in the profit prospects of business 
tend to slow down or to speed up the tempo of business activity. Changes 
in business tempo are introduced by altering the rate of spending money. 
Through changes in the rate of spending, changes both in business activity 
and in the price level are brought about. If the supply of all commodities 
were perfectly elastic, changes in the rate of spending money and in 
business activity would not require changes in prices. But in fact the 
supply of commodities is not perfectly elastic. Changes in the rate of 
spending do, therefore, lead to changes in prices. 

So long as cyclical fluctuations in business activity occur, it seems 
unlikely that cyclical price fluctuations are to be avoided. It is not at 
all clear, moreover, that a complete avoidance of fluctuations in business 
activity is either possible or desirable. In the past, periods of rapid 
growth in business activity have frequently accompanied a rapid exploita- 
tion of new inventions or newly found resources. Such developments, 
unquestionably, both quickened the whole industrial pulse of the times 
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and left society immeasurably improved by the immense expansion of 
productive facilities. Without a flexible, expanding monetary supply and 
an upward movement of prices (either absolutely or relatively), these 
periods of rapid forward movements would have been unlikely, if not 
entirely impossible. Such bursts of economic advance were probably 
beneficial in spite of the inevitable reactions and periods of readjustment 
that followed. The case for complete business and price stability is 
weakened by the prospect that such a goal might be obtained only at 
the price of stagnation and lack of progress . 11 

Although there undoubtedly are forces deeply inbedded in our eco- 
nomic structure that make for 4 appropriate” changes in output and prices, 
we must not become blinded to the fact that fluctuations both in business 
activity and in prices may become excessive. In such a case they cease to 
be a necessary adjunct of desirable economic change in a free money 
economy and become instruments of evil and destruction. Under these 
circumstances, the part played by price movements in inducing changes 
in business activity becomes important. 

Disturbances to business stability arising from short-run price changes. 
Those price movements which facilitate fundamental economic changes 
and adjustments can be said to be desirable. Even when the process 
involves an expansion in the nature of a “boom,” one may temper his 
criticism on the grounds that the boom made possible the vast and rapid 
expansion of the new capital equipment needed to establish some new 
and vital industry. Yet, by and large, most cyclical price movements 
cannot be justified upon such grounds, for they tend too often to exceed 
the bounds of economic necessity. Regardless of the originating force, 
once under way, such price movements tend to abandon their passive 
role and to become themselves active causes of economic fluctuations. 

The reasons for the cumulative and self-generating nature of cyclical 
price movements are not difficult to understand. In the first place, let 
us assume that the monetary system possesses sufficient elasticity to 
accommodate itself to further price movements. This elasticity may come 
from a variation in the velocity of spending money, a variation in the 
quantity of money, or both. Without elasticity in the supply of money, 
cyclical price movements could hardly occur. A cyclical upswing in 
commodity prices, with lagging production costs, creates windfall busi- 
ness profits. Businessmen become optimistic and attempt to expand 
productive capacity. Bank credit is utilized to accomplish this expansion, 
and the rise in prices continues. But this expansion in new investment 
cannot continue indefinitely. Either rising costs and increased output 


11 Cf. D. H. Robertson, Banking Policy and the Price Level (London: P. S. King 
& Staples, Ltd., 1926), pp, 6-18 and 22. 



PRICE MOVEMENTS AND THEIR CONSEQUENCES 


301 


reduce the previous optimistic expectations, or a disappearance of excess 
reserves in the banking system requires that credit expansion be brought 
to an end. The result is a reversal, a decline in the rate of new investment, 
falling prices, and diminished business activity. 

When prices fall, lagging costs cause business to suffer windfall losses. 
Business expectations are made worse by the fall in prices, and activity 
declines. An additional unfavorable factor appears in the shape of forced 
credit liquidation that may be imposed upon business by the banks. This 
is especially likely to occur when depression leads to business and bank 
failures. The banks believe themselves to be acting in self-interest when 
they refuse loans to borrowers whose solvency is in question and when 
they reduce the volume of their loans in order to improve their liquidity. 
But such forced liquidation imposed by the banks tends to aggravate 
the drop in commodity prices and to make the situation of the business- 
man more acute. 

Those who would introduce monetary control as a means of stabilizing 
prices and business activity believe that two benefits might be achieved. 
First, a stable price level policy, involving monetary restraint during 
economic expansion, would prevent powerful upswings in business ac- 
tivity from developing into inflationary booms with their economic dis- 
locations which lead to subsequent collapse. Secondly, to the degree that 
excessive price level movements can be avoided, the cumulative effects 
of windfall profits and losses may be minimized. 


Questions for Study 


1. What does an index number of prices tell? Why was the comprehensive 
price index prepared by Snyder of but limited use? 

2. What are the advantages of the aggregative type of price index used to 
measure wholesale prices as compared with indexes based on the aver- 
ages of price relatives? 

3. Why is price dispersion at the root of so many economic problems? 

4. What is the nature of the dispersion in prices shown in Fig. 19.1? 

5. Examine Fig. 19.2. How can you account for the long-run dispersion 
among wholesale prices, retail prices, and wage rates? What lesson, if 
any, does this dispersion have for the problems of price level stabilization 
efforts today? 

6. E xamin e Figs. 19.3 and 19.4. Can you explain why the different groups 
of prices behaved as they did and the economic effects that resulted? 

7. What are windfall profits and losses? Why do they arise? Why are they 
objectionable? 
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8. Why was there so much concern over the possible gold shortage at the 
end of the 1920’s? Is there a similar concern now? Why? 

9. Why do price level changes tend to develop during different phases of 
the business cycle? Why do they tend to become cumulative? Self- 
reversing? 

10. Why may a policy of rigidly stable prices hamper economic growth? 



chapter twenty 


THE SUPPLY OF MONEY 


We are now sufficiently acquainted with the nature of our monetary and 
banking system to enable us to take an over-all look at the monetary 
system and the determinants of the supply of money. The supply of 
money held by the public in spendable form consists of: ( 1 ) net checking 
accounts in commercial banks; (2) notes of the central banks in actual 
circulation outside of banks; and (3) any currency and coin issued by 
the Treasury and in circulation outside of banks. This is the stuff that 
makes up our media of exchange that plays such an important part in 
economic life. 

Our money supply arises out of the actions of the Treasury, the Fed- 
eral Reserve Banks, and the commercial banks. These three money- 
creating agencies acquire assets of various kinds and issue in payment 
liabilities or debts, payable on demand, that are monetary in form and 
readily acceptable in the discharge of debts and in the making of pay- 
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ments. The Treasury acquires gold, silver, and other assets and issues 
in payment gold certificates and Treasury currency. The Federal Reserve 
Banks acquire United States securities and the promissory notes of banks, 
and issue in payment deposit and Federal Reserve note liabilities. Com- 
mercial banks, likewise, acquire borrowers’ notes and securities, and 
issue in payment checking account money. Thus the monetary supply 
in reality consists of debts of the money-creating agencies. 

In this chapter we have two tasks. First, we shall examine in more 
detail than previously the process of money creation through the credit 
extensions of the commercial banks. Secondly, we shall try to draw 
together in orderly form the results of the actions of all three factors in 
the money-creating process— the Treasury, the central banks, and the 
commercial banks. 


The Money-Creating Action of Commercial Banks 

The vital key to bank credit expansion is found in the basic fact that 
fractional cash reserves are sufficient to support the banks’ deposit liabili- 
ties. To satisfy the law and to meet working reserve needs, the banker 
must maintain a cash reserve equal to a certain percentage of his deposits. 
Whenever a bank’s cash reserves are greater than these minimum re- 
quirements, the banker, anxious to increase his income, tends to seek a 
loan or investment outlet for the excess. Thus, should a member bank’s 
needed cash reserves be $1 million when its actual reserve balance 
stands at $1.1 million, it can lend the $100,000 excess. 

The expansion of bank credit in the banking system. Let us assume 
that Bank A holds cash reserves $100,000 above its requirements. Let 
us make the further assumption that bank average reserve requirements 
against demand deposits are 20 per cent. In the banking system, there- 
fore, the $100,000 of excess reserves is sufficient to support additional 
demand deposits to the amount of $500,000 ( disregarding any absorption 
of part of the reserves by currency-in-circulation requirements). The 
question is how such an increase in demand deposits may come about. 

First, it must be clearly understood that Bank A, by itself, cannot 
create $500,000 in new demand deposits by lending that amount and 
crediting it to borrowers’ checking accounts. Should it make such an 
attempt, it would be confronted with a heavy drain of cash as soon as 
borrowers drew checks to utilize the proceeds of their loans, since it 
would be most unlikely that any sizable portion of such checks would 
escape being deposited in some of the 14,000 other banks of the country. 
In order to be prepared to pay checks drawn by new borrowers. Bank A 
must have excess cash reserves in amounts about equal to the volume of 
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any new loans that it may make. In other words, Bank A is able to expand 
its loans by $100,000 on the basis of $100,000 excess reserves. It makes 
no difference whether borrowers take the proceeds of their loans in cash 
or in credit on their checking accounts. If the borrowers take cash, the 
statement of the lending bank will show an increase in loans and a cor- 
responding decrease in cash. If the proceeds are taken in additions to 
checking accounts, the statement will show an increase in deposit liabili- 
ties instead of a decrease in cash until the borrowers draw checks against 
their borrowed funds. This may best be seen by an assumed example of 
Bank A’s increase in loans by $100,000. 

Effect on Its Balance Sheet of Bank A's Lending $100,000 

When Proceeds Are Taken In 
Additions to Borrowers 
Checking Accounts 
Assets Liabilities 

(When loan is made) 

Cash reserves: Demand deposits: 

no change +$100,000 

Loans: 

+$100,000 

(When borrowers utilize funds) 

Cash reserves: Demand deposits: 

-$ 100,000 -$ 100,000 

(Final result of whole process) 

Cash reserves: Demand deposits: 

—$100,000 no change 

Loans: 

+$100,000 

Generally, proceeds of loans to bank customers are credited to the 
borrowers account, but regardless of the form the loans take, the lending 
bank (A) must expect relatively soon to lose an amount of cash equal 
to the new loan. 1 The multiple expansion of bank credit and checking 
account money on the basis of Bank A’s new $100,000 of excess reserve 
will follow this general pattern: 

1. Bank A increases its loans or investments by the amount of 
$100,000. This it can do because the $100,000 is in excess of its exist- 
ing reserve requirements and can be lost to other banks without em- 
bsrrsssinciit. 

2. As the borrowers utilize the proceeds of the loans, either by spend- 
ing cash or writing checks against the newly created deposits, they put 


l Banks commonly require commercial borrowers to maintain a balance which, on 
the average, amounts to some fraction ( 10-20 per cent) of outstanding loans and lines 
of credit. Should borrowers find it necessary to borrow additional funds in order to 
satisfy the average balance requirement, not all of the borrowed funds would be with- 
drawn from the lending bank. 


When Proceeds Are Taken in Cash 

Assets Liabilities 

Cash reserves: No change 

-$ 100,000 
Loans: 

+$100,000 
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$100,000 into the hands of other persons and firms. Those receiving 
funds from the borrowers are customers of other banks and therefore 
deposit the funds in their own banks. Consequently, the cash reserves 
and the deposits of these other banks, which we may designate as Banks 
B, are increased by $100,000. So far the action of Bank A in lending 
$100,000 has resulted in the following net balance sheet changes in 
Banks A and B. 



Bank A 


Banks B 

Assets 

Liabilities 

Assets 

Liabilities 

Cash reserve: 

No net 

Cash reserve: 

Deposits: 

-$100,000 

change 

+$100,000 

+$100,000 

Loans or invest- 




ments: 

+$100,000 





In the hands of Banks B the new deposits are mingled with other de- 
posits' and become subject to the law of large numbers so that a frac- 
tional reserve (20 per cent) will suffice. Therefore Banks B, with 
$100,000 in new deposits and $100,000 in new cash reserves, find them- 
selves with $80,000 excess reserves. (One should note that to the ex- 
tent that the original borrowers from Bank A write checks payable to 
other customers of Bank A who deposit the checks to their own accounts. 
Bank A is now in the category of Banks B.) 

3. Banks B can now lend or invest $80,000, the amount of their ex- 
cess reserves. As a consequence Banks B will lose $80,000 to still other 
banks (Banks C) which in turn receive new deposits of $80,000 with 
cash reserves to match. Banks C, with 20 per cent reserve requirements, 
in turn find themselves with excess reserves of $64,000. 

4. Banks C continue the expansion by lending their excess reserves 
of $64,000. 

5. The process of loan and deposit expansion continues in this way 
until the original $100,000 of excess reserves have been absorbed as re- 
quired reserve for $500,000 in new deposits. 

Each loan or investment operation in the above chain of events results 
in: (1) an increase in the earning assets of the lending or investing bank; 
and (2) a subsequent equivalent loss of cash to other banks, which re- 
ceive a corresponding increase in their deposits. Each resulting increase 
in deposits absorbs an appropriate fraction of the original new excess 
reserves with which we started. As the series of loan and deposit expan- 
sions go on, an appropriate part of the original new excess reserve with 
which Bank A started leaks away into reserve balances of other banks. 
When loans and deposits have reached a level that absorbs, as fractional 
cash reserves, all of the new reserve with which we started our illustra- 
tion, the limit of multiple credit expansion has been reached. 

The above illustration is perfectly accurate in its description of the 
theoretical aspect of the way bank credit is built up. The expansion 
process may and probably does in practice frequently take place in a 
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somewhat different way. If all of the banks of the community came into 
possession of new reserves at the same time, it is possible that all would 
find themselves simultaneously making new loans and investments and 
thus creating new deposits at a rate approximately proportional to the 
relative size of each bank. If this should happen, each bank would find 
itself gaining new deposits created by other banks at about the same 
rate that its own loans were tending to bring a loss of cash. To the extent 
that this is true, no bank would experience a loss of cash, and the expan- 
sion of loans and deposits could continue for each bank until its reserve 
ratio had fallen to the conventional figure. Whether or not the banks of 
the community expand their loans and deposits e ‘in step,” the principle 
of bank credit expansion is the same. 

Contraction in volume of bank credit. The opposite procedure occurs 
when the supply of available bank reserves is reduced. Let us suppose that 
Bank A suffers a decline in its supply of legal reserves as a result of the 
export of gold or a sale of government securities by the Federal Reserve 
Bank. Assuming that the bank is “loaned-up,” and has no excess reserves, 
the loss of reserves requires that it take some action. It may, of course, 
borrow additional reserves at the reserve bank and thus avoid the im- 
mediate necessity of a reduction in credit. If, on the other hand, it decides 
to curtail its credit lines, the sequence of events will be the reverse of 
those of the expansion phase. Bank A can reduce its loans and investments 
by requiring its borrowers to repay their loans and by selling securities. 
But this process attracts an equivalent volume of cash away from the 
other banks in the banking system, for debtors will be unable to repay 
loans merely by relinquishing their claims (deposits) against Bank A 
alone. The repayment of loans to Bank A therefore requires that bor- 
rowers sell merchandise and securities to individuals and firms who are 
customers of other banks. In the process of loan repayment, deposits of 
the banking system shrink until the ratio of the reduced quantity of 
reserves to total deposits is again sufficient to satisfy bank reserve require- 
ments. Similarly, if Bank A sells securities in order to replenish its cash 
reserves, the process will attract cash from the reserves of other banks. 
Assuming that the securities are sold to the public and that other banks 
have no excess reserves, the shrinkage of their reserves and deposits 
results in a reserve deficiency. Banks B, therefore, must in turn reduce 
their own loans and investments by an amount roughly equal to their 
reserve shortage. This in turn attracts cash reserves from yet other banks, 
Banks C, in an ever-widening circle. With each reduction in loans and 
investments, deposits decline correspondingly. The progressive shrinkage 
of credit, therefore, must continue until the deposit structure of the 
banking system has fallen to the point where the reduced volume of 
reserves bears the appropriate relation to deposits. 
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Limiting factors in the money-creating action of commercial banks. 
There are certain definite factors that limit the creation of money by 
the commercial banking system. These are: 

1. The quantity of unused reserves available for supporting the ex- 
pansion. 

2. The percentage reserve requirements against the deposit liabilities 
that banks must maintain. The smaller the required reserve ratio, the 
larger is the aggregate expansion of loans and deposits that can be made. 

3. The “internal drain” of bank reserves into circulation to satisfy the 
need for hand-to-hand currency that accompanies the increase in de- 
mand deposit money. 

4. The expansion of time deposits that accompanies the increase in 
demand deposits and the resulting growth of money incomes. The new 
time deposits absorb reserve funds and thus are a limiting factor. 

5. The availability of satisfactory borrowers and appropriate securities 
to purchase. 

6. The attitude of the banker and his confidence in general credit and 
business conditions. 

Each of these limiting factors needs examination. 

The supply of excess reserves available for credit expansion. Bank 
reserves arise mainly from four different sources. These are: (1) the 
Treasury’s purchase of gold and its issue of other currency; (2) the 
expansion of Federal Reserve Bank loans and investments; (3) any 
return of currency from circulation; and (4) disbursement of funds 
carried in the Federal Reserve Banks by the Treasury. In addition to 
these factors affecting the absolute quantity of reserves, the quantity of 
excess reserves above existing requirements can be increased or decreased 
by the lowering or raising of legal reserve requirements for member 
banks by the Board of Governors. 

The "internal drain” of cash into circulation. A limit to the maximum 
amount of bank loans and deposits that can be supported under existing 
reserve requirements by any given cash reserve is found in the so-called 
"internal drain” of cash into circulation which accompanies the expansion 
of bank loans and deposits. As bank loans and investments expand and 
new deposits are created, the expanding volume of demand deposits 
tends to be accompanied by a growth in trade, production, income, and 
prices. Gradually the uses for hand-to-hand currency rise through the 
increase of both payrolls and retail prices. But in the modem world only 
central banks can issue notes, and commercial banks, therefore, can 
obtain currency for circulation only by obtaining notes of the central 
bank, which are charged against the reserves that the commercial bank 
carries on deposit with it. Whenever there is a sharp expansion in com- 
mercial bank credit, the rising requirements for money in circulation 
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Table 20.1 

Money in Circulation and Adjusted Demand Deposits, All Banks * 
(In millions of dollars) 


End of June 

Adjusted 
Demand 
Deposits f 

Currency 

Outside 

Banks 

Percentage Ratio 
of Currency to 
Demand Deposits 

1929 

22,540 

3,639 

16.1 

1933 

14,411 

4,761 

33.0 

1938 

24,313 

5,417 

22.2 

1939 

27,355 

6,005 

21.9 

1941 

37,317 

8,204 

21.9 

1944 

60,065 

20,881 

34.7 

1945 

69,053 

25,097 

36.3 

1946 

79,476 

26,515 

33.3 

1947 

82,186 

26,299 

31.9 

1948 

82,697 

25,638 

32.0 

1949 

81,877 

25,266 

30.8 

1950 

85,040 

25,185 

29.6 

1951 

88,960 

25,776 

28.9 

1952 

94,754 

26,474 

27.9 

1953 

96,898 

27,369 

28.2 

1954 

98,132 

27,000 

27.5 

1955 

103,400 

26,900 

26.0 

1956 

105,100 

27,500 

26.1 

1957 

105,706 

28,018 

26.5 

1958 

106,169 

27,790 

26.2 

1959 

110,700 

28,300 

25.5 

1960 

107,800 

28,300 

26.2 

1961 

110,288 

29,361 

26.5 

1962 

112,200 

29,300 

26.1 

1963 

115,700 

31,300 

27.0 


* Federal Reserve Bulletin . 

f Adjusted demand deposits consist of all demand deposits, other than domestic 
commercial interbank deposits and U.S. Government deposits, less cash items in process 
of collection. 


places a much greater drain upon commercial bank reserves than does 
the increase in reserve requirements growing out of expanding deposits. 
For example, during the period of rapid credit expansion during World 
War II, member bank required reserves rose about $5 billion while at 
the same time money in circulation increased nearly $17 billion. 

In addition to the loss of reserves into circulation that accompanies 
the expansion of bank loans and deposits, seasonal and irregular variations 
that occur in money in circulation affect the volume of bank reserves and, 
if not offset by central bank action, may create temporary changes in 
bank reserves and in bank capacity to make new loans. 

The amount of internal drain of cash reserves into circulation varies 
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with different conditions. Where newly created deposits are utilized to 
handle dealings in securities, the expansion is accompanied by a more 
belated demand for currency in circulation than if an increase in demand 
deposits were utilized to support a commodity price expansion. Some idea 
of the requirements for circulation may be obtained from Table 20.1, 
which shows the money held by the public and the deposits subject to 
check at the end of June. 

The relation of time deposits to bank credit expansion. Savings banks 
receive on deposit money (both in currency and in checks) representing 
current accumulations out of income. The desire for liquidity (con- 
vertibility into money without delay or loss ) and the ease of accumulating 
small and irregular sums, leads some savers to choose to hold their savings 
in this form even though the earnings are substantially lower than those 
from less liquid forms of investments. These accumulations of savings, 
represented by savings deposits both in savings banks and in the savings 
departments of commercial banks, have no direct expansionary result on 
the supply of money. After their receipt by the bank the current money 
deposited in the savings account is passed back again into the monetary 
stream by the expansion of the banks’ loans and investments. The money 
supply, therefore, is not increased by savers’ habits of accumulating their 
savings in savings deposit form instead of directly investing them in 
securities or capital goods. Instead, the active money supply is tem- 
porarily reduced during the interval between the time when savings are 
deposited and the time when they are lent out again. However, savings 
deposits, like savings and loan shares and Savings Bonds, increase the 
liquid holdings of the public and to some unmeasurable extent relieve 
the money supply of a part of its burden of providing liquidity. 

To avoid confusion as to the consequences of the growth of time or 
savings deposits in commercial banks, let us briefly trace their effects. 

1. Time deposits provide funds to individual banks out of which part 
of their loans and investments are made. Hence the individual bank is 
able to pay interest to induce savers to utilize savings deposits as a form 
of investment. 

2. Not being payable by check, ownership in savings and other time 
deposits cannot be transferred as a means of payment. Hence their in- 
crease does not expand the quantity of money. They do, however, pro- 
vide additions to the public’s stock of highly liquid near money. 

3. Because commercial banks must hold legal reserves against time 
deposits, the time deposit growth absorbs a modest part of available re- 
serves of the commercial banks and to that extent reduces the reserves 
available to support checking account deposits. In recognition of this 
fact, the Federal Reserve Open Market Committee provides additional 
reserves to offset those absorbed by the growth of time deposits. 
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The demand for bank credit. In the foregoing analysis of bank credit 
expansion, it was assumed that borrowers were readily available to absorb 
the additional loans that banks were prepared to make. In other words, 
there was assumed to exist an unlimited demand for any available bank 
credit. Obviously such an assumption is at times unwarranted. Especially 
is this true when depression strikes, and profit prospects fall away. On 
the other hand, when profit expectations improve, as they do in times of 
prosperity, business firms seek loans in order to expand the scale of their 
operations. Without attempting here to examine the intricate causes 
behind fluctuations in business, we may conclude that the demand for 
bank loans changes sharply with the business cycle. Consequently the 
volume of credit rises in times of prosperity and boom and falls away 
during depression. These changes are further accentuated by the fact 
that the credit position of borrowers improves with prosperity and 
worsens during depressions. During periods of prosperity, borrowers both 
have greater desire to borrow and become more eligible for credit. 

Loans other than those to business also show marked cyclical variations. 
The demand for funds to finance speculation, construction, and con- 
sumer expenditures reflect changes in business activity, employment, 
and profits. 

Investments of banks. When banks purchase securities they are ex- 
tending credit quite as effectively as when they make loans. Hence an 
increase in commercial bank holdings of securities tends to cause an 
expansion of demand deposits. The “demand” for this form of bank 
credit is evidenced by the appearance in the market of securities avail- 
able for bank purchase. It happens that such a demand for bank credit 
need not fluctuate in the same manner as does the demand for loans to 
private business. For example, during the 1930’s, a substantial volume 
of securities appeared for purchase by banks. Governmental bodies, 
including the United States Treasury, entered the market for credit and 
their securities were readily purchased by the banks. The result was an 
expansion in bank demand deposits. One may conclude, then, that periods 
of governmental budgetary deficits tend strongly to lead to an expansion 
in the quantity of bank credit money. When such deficits appear during 
depressions, the expansion of bank credit through security purchases 
counteracts the shrinkage in loan credit. Of course, the most outstanding 
example of bank credit expansion based on bank purchase of securities 
occurred during World War II. 

Willingness of banks to lend and invest. More than borrower demand 
is required for bank credit creation. Unless banks possess adequate 
amounts of excess cash reserves and are willing to assume the risks of 
lending, demand will not be translated into bank credit. But at times 
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banks are reluctant to lend even when they possess excess reserves. When 
business prospects are uncertain, many would-be borrowers are unable 
to qualify for loans. When depression becomes severe and prices are 
falling, bankers will lend only to borrowers of the highest credit standing. 
Moreover, bankers like to be amply fortified with cash if there arises any 
threat of "runs” by depositors. At such times, even firms with good credit 
standing may find borrowing difficult. Clearly, then, the volume of bank 
credit depends in part upon the willingness of the banks to assume loan 
risks. 

Even though suitable borrowers are not available, banks may invest 
in securities. Unless panic conditions create an abnormal demand for 
excessive cash, banks turn to investments during depressions. But unless 
high-grade, short-term obligations are available, investments by banks 
may be slowed up by fear of capital losses induced by possible future 
increases in interest rates. 

The monetary results of commercial bank credit expansion. When the 
commercial banks, as a system, expand their loans and investments, they 
create demand deposit or checking account money. This is true whether 
the expansion of loans is made possible by the appearance of new excess 
reserves arising from some action of the Treasury or the Federal Reserve 
System or by the appearance of excess reserves that result from the 
conversion of demand deposits and currency into time deposits by their 
holders. In the first case, where credit expansion is the result of the 
appearance of new reserves in the system, the aggregate quantity of 
money tends to rise. In contrast, when savers convert checking account 
money into time deposits and thus release reserves, bank credit expansion 
based on these reserves causes no net increase in money. The new money 
merely replaces in part that which was extinguished by being converted 
into time deposits. 

We may readily see how bank credit expansion results in an increase 
in the quantity of money if we construct hypothetical balance sheets for 
the commercial banking system and show the changes that result from 
increases in total bank loans and investments under the two different 
circumstances just described. 


Hypothetical Balance Sheets of the Commercial Banking System 
(In billions of dollars) 

(The example is based upon the assumption that required reserves are 20 per cent 
for demand deposits and 5 per cent for time deposits and that no drain of currency 
occurs as the expansion takes place. ) 


Case I 

Expansion of loans and investments on the basis of excess reserves. No time 
deposits. 
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Before Expansion 


Assets 


Liabilities 


Cash reserves 

18 

Demand deposits 

80 

20% required 

16 

Excess 

2 



Loans and investments 

64 



Other assets 

6 

Capital accounts 

8 

Total 

~88 

Total 

~88 


After Expansion 


Assets 


Liabilities 


Cash reserves 

18 

Demand deposits 

90 

20% required 

18 


Excess 

0 



Loans and investments 

74 

Capital accounts 

8 

Other Assets 

6 


Total 

~98 

Total 

~98 


The expansion of loans and investments, made possible by the existence of $2 billion 
of excess reserves, amounted to $10 billion and resulted in the creation of a correspond- 
ing increase in demand deposits. 


Case 2 

A switch of demand deposits to time deposits releases excess reserves, and an in- 
crease in loans and investments occurs on the basis of the excess reserves. Starting 
with the balance sheet immediately above, assume that individuals holding demand 
deposit money decide to shift $10 billion of demand deposits to time deposits to earn 
interest. Because time deposits require but 5 per cent reserve requirements, the result 
is a reduction in required reserves by 15 per cent of $10 billion, or $1.5 billion. The 
immediate results of this shift to time deposits are shown in the following balance 
sheet. 


Assets 


Cash reserves 

20% required on demand 


18 

deposits 

5% required on time 

16.0 


deposits 

.5 


Excess reserves 

1.5 


Loans and investments 


74 

Other assets 


6 

Total 


98 


Liabilities 


Demand deposits 80 

Time deposits 10 

Capital accounts 8 

Total 98 


The banks now proceed to expand loans and investments on the basis of the excess 
reserves of $1.5 billion. This can go to the point where the resulting new demand 
deposits made available to borrowers have increased by $7.5 billion and the excess 
reserves have been utilized. The balance sheet for the system would then be as follows: 
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Assets 


Liabilities 


18.0 

Demand deposits 

87.5 


Time deposits 

10.0 

81.5 

6.0 

Capital accounts 

8.0 

105.5 

Total 

105.5 

! balance 

sheets reveals that although 

any 


Cash reserves 

Required for demand 

deposits 17 .5 

Required for time 
deposits 

Loans and investments 
Other assets 

Total 


expansion of bank loans and investments tends to result in the creation 
of new demand deposit money, an expansion based upon excess reserves 
released by the transfer of depositors' claims from demand deposit to 
time deposit form cannot be sufficiently large to replace entirely the 
demand deposits that disappeared in the transfer. 2 

The supply of money and financial intermediaries. There has been 
some concern that the growth of financial intermediaries may in some 
manner affect the supply of money. A little consideration, however, 
indicates that under our institutional arrangements such intermediaries 
do not affect the supply of money although they do affect the demand 
for money. Given the quantity of checking account money and currency 
supplied by the commercial banking system and the Federal Reserve 
Banks, let us assume that a savings and loan association opens its doors 
and solicits savers to bring in saved funds in exchange for shares of the 
association. These savers are persons who have withdrawn money savings 
from the income stream, currently or in the past. They are induced by 
interest payments to entrust such funds to the savings and loan associa- 
tion. The association in turn lends out the funds to finance the construc- 
tion or purchase of houses. But, because it stands ready to repurchase 
its shares from the savers on demand, the association needs some cash 
reserves. Thus it cannot lend quite all of the saved funds entrusted to 
it. The process may best be visualized by the use of balance sheets. Let 
us assume that savers entrust $1,000 in money savings, current or past, 
to the association. The association withholds 1 per cent or $10 as cash 
reserve and lends $990. The balance sheet results are shown on page 
315, 


2 It should he noted that in banking systems with uniform minimum legal reserve 
requirements against both time and demand deposits an increase in time deposits in 
commercial banks does not result in any increase in excess reserves. Consequently, un- 
less additional reserves are provided by the central bank, the supply of demand deposit 
money will be reduced by the amount of the transfer. 
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Effect of the Deposit of $1,000 by Savers in the Saving and Loan Association 


Saving and Loan 
Association 

Saver 

Assets 

Liabilities 

Assets 

Liabilities 

Cash 

4-1000 

Share 

Accounts 

4-1000 

Cash 

-1000 
S and L 
shares 

4-1000 



Effect of the loan of $990 to Borrowers 

Saving and Loan 

Association Saver Borrower 


Assets Liabilities Assets Liabilities Assets Liabilities 


Cash -900 



Cash 4-990 

Mortgage 

Mortgage 




debt 4*990 

loan 4-990 

No change 

No change 




Final Combined Effect 


Saving and Loan 
Association 


Saver 


Borrower 


Assets 

Cash + 10 
Mortgage 
loan -f090 


Liabilities Assets Liabilities Assets Liabilities 


Share 

Shares in 

Cash +990 

Mortgage 

Account 

S and L 


debt +990 

4-1000 

Assn. 




4-1000 




Clearly there is nothing in the operation shown above that changes the 
quantity of spendable money in the country except for the fact that the 
savings and loan association has immobilized $10 as cash reserve against 
its liabilities. 

Though the appearance of nonbank financial intermediaries, as such 
savings institutions are sometimes called, does not cause any increase in 
the money stock, one cannot argue that it has no effect on the monetary 
situation. As we know, such institutions encourage saving through the 
convenience, security, and interest earnings which they provide the 
saver. Moreover, they operate strongly to discourage the hoarding of 
savings in cash or money form. This they do by providing a valuable form 
of highly liquid earning asset well adapted to meet the needs of the 
small and moderate-sized saver. In other words, they have provided an 
important form of near money that reduces the demand for money to 
hold as an asset. In this manner these institutions promote an increase in 
the velocity of spending money. 

When one says that the emergence and growth of the savings type of 
financial intermediaries encourage saving and discourage cash hoarding 
by savers, it does not mean that they substantially weaken, as some have 
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suggested, the significance of the conventional controls over the supply 
of money created by commercial banks. Such weakening could only 
result if the intermediaries showed a tendency to expand during periods 
of business boom by attracting significant quantities of cash hoards of 
past savings into the income stream. That this has actually happened 
is highly doubtful . 3 

The commercial banks and the monetary equation. We are now 
ready to make use of what is sometimes called the monetary equation as 
it applies to the commercial banking system. This equation is based upon 
the ordinary balance sheet relationships. It states first: 

Assets = debt liabilities plus capital accounts or net worth. 

This can be shifted to read: 

Assets minus capital accounts = debt liabilities. 

In the case of commercial banks, not all debt liabilities are monetary in 
form. Nonmonetary liabilities of banks include: 

1. Time deposits 

2. Demand deposits held by the United States Treasury 4 

3. Commercial bank deposits with correspondent banks 

4. Miscellaneous liabilities in nondeposit form 

On the other hand, monetary liabilities of commercial banks consist of 
demand deposits or checking accounts belonging to individuals, business 
firms, and governmental bodies other than the Treasury. Applying the 
above classification to the monetary equation for commercial banks we 
have: 

Assets minus capital accounts = Nonmonetary liabilities: 

Time deposits 

Commercial bank interbank deposits 
Deposits of the Treasury 
Miscellaneous liabilities 

plus 

Monetary liabilities— checking accounts 
held by individuals, business firms, 
foreign banks, and state and local 
governments. 5 

3 C£. The Issue of Financial Intermediaries/’ Ezra Solomon, reprinted in Lawrence 

S. Ritter’s Money and Economic Activity , 2nd ed. (Boston: Houghton Mifflin Com- 
pany, 1961 ) . Commercial banks and insurance companies, pressed for .loan funds dur- 
ing periods of business expansion, mobilize sizable amounts of loan funds by selling 
government securities to a public willing to purchase such securities out of idle funds 
when security prices fall and yields rise. In this respect they regularly do what the 
nonbank intermediaries in the savings field are accused of doing. 

4 Treasury balances are not part of the public’s supply of money though they are a 
potential source of money when spent. 

5 Of. The Federal Reserve Bulletin , October 1960, pp. 1102-1123, for the new 
definition of the components of the money supply as used by Board of Governors* of 
the Federal Reserve System. 
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Federal Reserve Banks as Creators of Money 

The Federal Reserve Banks indirectly affect the supply of money by 
varying the reserve funds available to the commercial banks. When they 
discount for member banks and when they buy securities in the open 
market, the Federal Reserve Banks create deposits that comprise most 
of the legal reserves of member banks and Federal Reserve notes that 
provide both till money for banks and money for circulation. 

The direct consequences of Federal Reserve Bank credit expansion 
upon the money supply vary somewhat with the circumstances. For 
example, when Federal Reserve Banks discount for or lend to member 
banks, there results an increase in bank reserves but no increase in the 
money supply in the public's hands. Similar results follow the Federal 
Reserve purchase of securities in the open market when the sellers are 
banks. On the other hand, Federal Reserve purchases of securities from 
nonbank sellers in the open market do result in an increase in the check- 
ing account money supply as well as an increase in bank reserves. These 
results may readily be seen in the balance sheet changes that occur. 

Federal Reserve Banks Member Banks 

(Results of a loan of $1,000 by the Federal Reserve Bank to a member bank.) 

Assets Liabilities Assets Liabilities 

Loans: Deposits: Reserves in Fed. Bills payable: 

+ $1,000 +$ 1,000 Reserve Bank: +$1,000 

+$1,000 

(Results of the purchase of $1,000 of U.S. securities in open market 
when the sellers are member banks.) 

Liabilities Assets Liabilities 

Deposits: Reserves in the No change 

+$1,000 Federal Reserve 

Bank: 

+$1,000 

U.S. Securities: 

-$ 1,000 

(Results of Federal Reserve Bank purchases of $1,000 of U.S. 
securities in the open market from nonbank sellers.) 

Liabilities Assets Liabilities 

Deposits: Reserves in the Deposits: 

+$1,000 Federal Reserve +$1,000 

Bank: 

+$1,000 

The monetary equation may now be applied to the Federal Reserve 
Banks. 

Assets minus capital accounts = liabilities. 


Assets 

U.S. securities: 
+$1,000 


Assets 

U.S. securities: 
+1,000 
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Federal Reserve Bank liabilities can be divided into nonmonetary and 
monetary liabilities. Nonmonetary liabilities are those that do not make 
up a part of the money supply. They include: 

1. All deposits, whether belonging to member banks, the Treasury, 
or foreign banks 

2. All Federal Reserve notes held by banks and the U.S. Treasury 

3. Other nondeposit liabilities 

Monetary liabilities of the Federal Reserve Banks consist solely of Fed- 
eral Reserve notes in actual circulation outside of banks. The monetary 
equation for the Federal Reserve Banks, therefore, may be expressed: 

Assets minus capital accounts = Nonmonetary liabilities, which are de- 
posits and notes held by banks and the 
Treasury, and nondeposit liabilities 

plus 

Monetary liabilities made up of Federal 
Reserve notes in circulation outside of 
banks. 

The Treasury and the Supply of Money 

The Treasury is the agency through which both standard money and 
the various kinds of “other issues” of Treasury currency and coin find 
their way into the money system. 

The import of gold. When imported gold or gold from other sources 
is offered to the Treasury for purchase, there results an increase in: (1) 
the gold holdings of the Treasury; (2) the gold certificate holdings of 
the Federal Reserve Banks; (3) the deposit liabilities of the Federal 
Reserve Banks; (4) the legal reserves of member banks; and (5) the 
demand deposits of member banks. The only direct result upon the 
supply of money in the publics hands is the increase in checking accounts 
of commercial banks. Potentially, however, a multiple increase in money 
may arise out of the increase in excess gold certificate reserves of the 
Federal Reserve Banks and the increase in legal reserves of member 
banks. The results of the Treasury’s purchases of gold may be seen in 
the changes that appear upon the balance sheets of the Treasury, the 
Federal Reserve Banks, and the commercial banks. Let us assume that 
$1 million in gold is bought by the Treasury. The effects of this action 
may be divided into two steps. Step 1 involves the sale of gold to the 
Treasury by the gold importer, who receives in payment a Treasury 
check on its account in the Federal Reserve Bank. The importer of gold 
deposits the check in a bank. Should the importer be a foreign central 
bank, it may deposit the check in the Federal Reserve Bank of New York 
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to await the need to meet obligations in this country. In this case member 
banks are not affected, and no changes occur in the money supply until 
the importing central bank spends the funds acquired by the gold import. 
If the gold importer is a private concern, it will deposit the check in a 
member bank and receive checking account credit. The member bank 
will collect the check by having the proceeds added to its reserve balance 
in the Federal Reserve Bank. Regardless of the importer, the ultimate 
result will be that just described. 

Step 2 involves the Treasury s action in replenishing its working bal- 
ance in the Federal Reserve Bank that was depleted by the gold purchase. 
To do this it issues gold certificates against the newly purchased gold, 
and deposits them to its credit in the Federal Reserve Bank. Thus the 
gold certificate reserves of the Federal Reserve Bank are increased by 
the amount of the gold purchase, and the Treasury’s balance is restored 
to its original position. The balance sheets on page 320 depict the effect 
of the Treasury purchase of gold from a private importer. 

Monetary changes also result from the Treasury’s issue of other forms 
of money. For example, Treasury issues of silver certificates, to pay for 
domestic silver purchases, and its issue of coin in response to circulation 
needs, both add to the supply of money. When first issued, such money 
is deposited in the Treasury’s account with the Federal Reserve Banks. 
This increases the Federal Reserve Banks’ “other cash” assets. When the 
Treasury spends these funds, by writing checks upon its Federal Reserve 
Bank balance, member bank deposits and legal reserves increase in the 
same manner as they do when the Treasury purchases gold. The Treasury 
currency finds its way into the tills of commercial banks and into general 
circulation as banks convert legal reserve balances into needed coin and 
paper currency of small denominations. 

Cold exports. When gold is required for export, the effect upon the 
money supply and the monetary mechanism is exactly the reverse of the 
results of gold imports. Checking account money is given up by the 
holder, commercial banks draw upon their balances with the Federal 
Reserve Banks, and the Federal Reserve Banks surrender gold certificates 
to the Treasury in return for the release of gold for export. 

The Treasury’s monetary balance sheet. The monetary balance 
sheet of the Treasury is comprised solely of monetary assets and liabilities 
which form a part of the monetary stock. It does not include funds held 
for fiscal purposes. Treasury monetary assets consist of: 

1. The gold stock owned by the Treasury. 

2. Other assets held (or presumed to have been received) as a basis 
for the issue of Treasury currency (silver certificates, coin, and U.S. 
notes). These other assets, lumped together, are carried as Treasury 
currency outstanding. In actual fact such other assets can be broken 
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down into: (1) silver held in the Treasury against outstanding silver 
certificates; and (2) a purely fictitious “other assets” item to represent 
the values presumably received for the remainder of the currency out- 
standing. 

The liability side of the Treasury’s monetary balance sheet consists of: 

1. Gold certificates held outside the Treasury. 

2. Treasury currency issues held outside the Treasury by banks and 
others. 

3. A net worth type of item comprised of the excess of monetary 
assets over the liabilities to holders of gold certificates and other Treas- 
ury currency outstanding. This is called Treasury cash holdings. Treas- 
ury cash breaks down into: (1) gold against which gold certificates 
have not been issued (mainly derived from the gold profits from the 
devaluation of the dollar in 1934, but including the $156 million gold 
redemption fund held against outstanding U.S. notes and Treasury notes 
of 1890); and (2) currency held by the Treasury. 

As of July 31, 1963, the Treasury’s monetary balance sheet read as 


follows: 




Assets 

Million 

Liabilities 

Million 

Gold bullion 

Other assets * 

$15,633 

5,588 

Gold certificates 

Other Treasury currency 
issues held outside the 
Treasury 

Treasury cash 

$15,346 

5,557 

318 

Total 

$21,221 

Total 

$21,221 


* These other assets are called Treasury currency outstanding in the consolidated 
condition statement for the banking and monetary system appearing regularly in the 
Federal Reserve Bulletin. 


If we apply the monetary equation to the Treasury balance sheet we find: 

Assets = liabilities to outside holders of Treasury currency 
plus 

Treasury cash holdings 


or 

Assets minus Treasury cash holdings = Nonmonetary liabilities or money 

issues ( gold certificates and other 
currency) held by banks. 

plus 

Monetary liabilities or Treasury 
currency in circulation outside of 
banks. 

Consolidated balance sheet for the monetary system. The Federal 
Reserve Bulletin regularly publishes a consolidated condition statement 
for the monetary system based on the concept of the money equations 
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for commercial banks, the Federal Reserve Banks, and the Treasury. 
From this one may trace the interrelationship among the several money- 
creating agencies and the supply of money. 


Questions for Study 


1. Exactly what is included in the supply of money held by the public? 

2. What is the normal reaction of a commercial bank that finds itself in pos- 
session of excess reserves? 

3. Suppose a given Bank A has $100,000 in new excess reserves that arose 
out of Federal Reserve Bank open market purchases of securities and that 
the reserve requirements against demand deposits are 20 per cent: 

a) How much lending can Bank A do on the strength of such excess 
reserve? 

b) What cash drains must it normally expect to arise out of its loan 
expansion? 

c) What will tend to be the ultimate effect of the original $100,000 of 
excess reserves upon the loan and deposits of the banking system as 
a whole? 

d) What would have been the ultimate effect if reserve requirements 
had been 10 per cent instead of 20 per cent? 

4. What is meant by internal drain? Why does it limit credit expansion that 
can be expected on the basis of a given supply of excess reserves in the 
banking system? 

5. Why does the growth of savings deposits in banks not constitute an increase 
in the money supply? What is the effect of an increase in savings and loan 
company “deposits" held by the public? 

6. When bank customers switch demand deposits into time deposits: 

a) Why is the immediate effect a shrinkage in the supply of demand 
deposits? 

b) If you were the manager of a bank, would you attempt to increase 
the bank’s time deposits by offering higher interest payments? 

c) American banks’ required reserves are lower against time deposits 
than against demand deposits. 

1) How does this fact affect the lending power of a bank whose 
customers have switched $1,000 from demand deposits to time 
deposits? 

2) How does the switch affect the lending power of the banking 
system? 

3) What will be the end result of the switch upon the total money 
supply? Why? 

7. What are monetary equations? 

8. Trace the effects on the balance sheets of the Treasury, the Federal Re- 
serve Banks, and commercial banks of: 

a) The purchase of gold by the Treasury from a private importer. 

b) The sale of gold by the Treasury to an industrial user. 
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FEDERAL RESERVE POLICY, 
TREASURY FISCAL OPERATIONS, 
AND THE VOLUME OF MONEY 


By expanding and contracting their loans and investments, central banks 
can expand and contract the volume of commercial bank reserves. Thus 
they are able to encourage and discourage commercial bank loans and 
investments which are based on such reserves. Because the money supply 
consists largely of checking accounts that result from the extension of 
credit by commercial banks, the central banks are in a position to exercise 
control over the volume of money. This control is enhanced by the fact 
that central banks have the exclusive power to issue bank notes for gen- 
eral circulation. Our Federal Reserve Banks comprise the central bank- 
ing mechanism of the country. Like other central banks, Federal Reserve 
Banks increase and decrease the supply of currency and member bank 
reserves by varying their loans to member banks and by purchasing and 
selling securities on the open market. 

The influence of the Federal Reserve System on the supply of money is 
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shared with the Treasury. Inequality of Treasury income and expendi- 
tures, and variations in the location of Treasury funds also have a sub- 
stantial effect upon the reserve position of banks and the supply of money 
in the publics hands. Therefore, we should investigate the manner in 
which the actions of both the Federal Reserve Banks and the Treasury 
affect the money and credit situation. 


The Control of Bank Reserves 
by the Federal Reserve Banks 

Federal Reserve Banks do not have absolute control over the cash 
reserves of member banks. For instance, as we already know, the import 
and sale of gold to the Treasury results in additions to both the deposits 
and reserves of member banks. Because the deposits so created require 
only fractional reserves, gold imports normally tend to increase the excess 
reserves of member banks. During the period 1934-1940, over $14 billion 
in gold was imported, and member bank reserves rose correspondingly. 
Similarly the export of gold reduces the volume of bank reserves. In 
addition to gold movements, changes in Treasury policy as to the portion 
of its funds carried in the Federal Reserve Bank and changes in the 
public s demands for currency in circulation affect the size of member 
bank reserves. 

Primary and secondary bank credit expansion. A convenient dis- 
tinction may be made between commercial bank loans and investments 
that are based on reserves not created by the central bank and those 
which are supported by reserves created by the central banks. The first 
type may be called primary bank credit. The second type may be called 
secondary bank credit because it is based upon reserves created by the 
central bank. 

A central bank’s influence over the volume of primary bank credit is 
limited to: (1) its authority, if any, to vary the percentage reserves that 
commercial banks are required to carry against their deposit liabilities; 
(2) its authority, if any, to establish rules limiting loans of commercial 
banks for certain specific purposes (selective controls); and (3) moral 
suasion. In contrast, central bank control over bank credit of the second- 
ary type, that is, based upon reserves created by the central banks, is 
well established as the traditional means for applying central bank credit 
policy. But to exercise control by varying the available volume of bank 
reserves, it is necessary that the central bank maintain “contact” with the 
money market. Only when commercial banks are actually dependent 
upon the central bank for necessary reserve funds can the central bank 
influence the market by changing the volume of reserves. Central banks 



THE VOLUME OF MONEY 


325 


therefore prefer to insure their ability to influence money market condi- 
tions by maintaining this contact, permitting or encouraging banks to 
build up the general level of their loans and deposits to the point where 
they are obliged to rely in part upon central b&nk credit. During the 
period 1934—1940, after the devaluation of the dollar, the heavy inflow 
of gold amounting to over $14 billion increased bank reserves corre- 
spondingly. The Board of Governors of the Federal Reserve System 
attempted to reduce the rising tide of member bank excess reserves by 
pushing up percentage reserve requirements for member banks until 
they were twice as high as at the beginning. Even so, early in 1941 excess 
reserves were about $5 billion. Consequently, in spite of the over $2 
billion in government securities held by the Federal Reserve Banks to 
obtain revenue for operating expenses, they were essentially out of con- 
tact with the money market. Had the Reserve Banks sold all of their 
securities and withdrawn completely from the money market, member 
bank reserves would still have been substantially in excess of require- 
ments. In contrast, the Federal Reserve Banks at the end of August 1963 
had over $32 billion of credit outstanding. The member banks at this 
time had excess reserves of $460 million. Under these conditions the 
Reserve Banks were clearly in a position to reduce the reserves of 
member banks and to compel credit restriction had they wished to do so. 


Methods of Control 

Power to control the volume of member and nonmember bank credit. 
We have seen that the Reserve Banks are able to exercise control over 
the volume of bank credit mainly through the control of secondary credit 
expansion, and that this necessitates maintenance of contact with the 
money market. There still remains the problem of the extent of their 
control over secondary credit expansion when this contact is maintained. 
Of this one thing we may be certain: whenever the Federal Reserve 
Banks are providing part of the reserve funds needed by member banks, 
commercial bank credit expansion may be checked by the simple ex- 
pedient of holding down the supply of bank reserves. This restraint is 
clearly within the powers of the Federal Reserve Banks, for whenever 
excess reserves of member banks are scarce, further credit expansion is 
dependent upon the creation of added reserves by the Federal Reserve 
Banks. 

The whole question of the effectiveness of the Federal Reserve at- 
tempts at credit control is complicated by the fact that the Reserve Banks 
are essentially lenders of last resort for the whole banking system. This 
means that the Reserve Banks are expected to lend (through discounting 
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or on collateral notes ) to members who are in need of funds and apply 
for accommodation. This expectation arises from the normal rights of 
membership. It follows that it cannot be unduly restricted in the pursuit 
of credit policy. 

The Federal Reserve Banks are obliged to provide the funds needed 
by the money market to meet the current needs of business and to keep 
the financial mechanism functioning smoothly. Consequently, the Reserve 
Banks as well as the Board of Governors are constantly concerned with 
short-run considerations. But, even while they are seeking to adapt the 
actions of the Federal Reserve System to short-term needs, they must 
always be on the alert to maintain an over-all policy in harmony with 
the aim of promoting economic stability and growth. Whenever business 
expansion threatens to become inflationary, credit restraint is called for. 
But, because the Federal Reserve Banks have the obligation of lenders 
of last resort in the money market, they must rely for the most part upon 
persuasion to check the applications of bankers for accommodation, 
rather than outright refusals. 

Restraint through the creation of a tight money atmosphere. A num- 
ber of tools or instruments of control are available to the Federal Reserve 
authorities for imposing restraint upon the supply of money and credit. 
One method alone is seldom used; instead, the authorities commonly 
combine several methods for the accomplishment of a given policy. Such 
combined methods give better results because one action supplements 
and fortifies the others. The particular combination chosen may vary with 
the circumstances. For example, when Federal Reserve policy is one of 
restraint, open market dealings in government securities are limited to 
offsetting or “defensive” actions only. These are designed first to offset 
shifts in: (1) the volume of currency in circulation; (2) Treasury bal- 
ances in the Federal Reserve Banks; (3) the size of Federal Reserve float; 
and (4) the size of the gold stock. All of these tend to cause erratic 
changes in member bank reserves which need offsetting. Secondly, de- 
fensive open market dealings are used to provide funds needed to meet 
general seasonal variations in credit needs. Therefore in case of a policy 
of credit restraint, open market purchases limited to defensive purposes 
do not provide additional reserves that may be wanted to provide over-all 
monetary expansion of a cyclical nature. Instead, member banks must 
borrow at the Federal Reserve Banks to obtain added reserves. Conse- 
quently an increase in the discount rate at this time increases the cost 
of such borrowing and helps to discourage it. Sometimes an increase in 
reserve requirements for member banks may be accompanied by open 
market operations designed to soften the impact of the change. Some- 
times moral suasion and discretionary pressure upon particular borrowing 
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member banks may be used. The important thing is that the Federal 
Reserve authorities can create an effective atmosphere of restraint in the 
money market by the appropriate use of the available instruments of 
credit control. To understand the actions that can be and are from time 
to time taken to restrain credit expansion, let us examine in a little more 
detail the various methods of restraint that are available for use. 

The Federal Reserve discount rate as an instrument of credit control. 
The central bank discount rate is the traditional instrument of credit 
control. As lenders of last resort, the Federal Reserve Banks are under a 
moral obligation to provide needed reserve funds and currency to mem- 
ber banks. Restraint upon member bank borrowings, therefore, should 
take the form of an increase in the rate charged on Federal Reserve 
advances. 

There has been considerable dispute as to whether or not the Federal 
Reserve Bank discount rate can, in fact, be raised enough to restrain 
member bank borrowings and still be kept within reasonable limits. First, 
there is the fact that banks generally apply to the Federal Reserve Banks 
for accommodation to remedy a reserve deficiency. Clearly, a rise in the 
rate will hardly deter member bank borrowings for this purpose. Closely 
related is the further fact that the banker may very well look upon oc- 
casional borrowing as one of the normal general costs of the banking 
business. In either event, there is some question as to whether such 
borrowing will make a member bank willing to raise its customers' rates. 
Especially is this true when customers' rates are already considerably 
higher than the Federal Reserve discount rate, as is often the case, and 
when banks are anxious not to lose valuable customers to competing 
banks. But a rise in the discount rate that is not passed on to the cus- 
tomers cannot reduce the borrowers' demands for credit accommodation. 
Therefore, it is often argued, a modest rise in the discount rate cannot 
be restrictive. The changes in the Federal Reserve discount rate are less 
effective in causing changes in money market and bank loan rates than 
are changes in the bank rate of the Bank of England. The rate of interest 
paid by English banks on time deposits and rates changed on business 
loans tend, from custom, to move with the bank rate. 

It is also claimed that even though banks might increase their cus- 
tomers' rates because of a rise in the Federal Reserve discount rate, the 
resulting increase in borrowers* costs would be unimportant. In periods 
of good profit expectations, businessmen find the added cost arising from 
a rise in the cost of short-term borrowing from the banks a negligible 
factor in their short-run calculations of profits from current investment. 
This argument is commonly advanced by opponents of the use of restric- 
tive monetary policy. They support their views by citing businessmens 
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testimony that interest costs are relatively unimportant in the making of 
investment decisions and by pointing out that periods of business booms 
are generally accompanied by high rates of interest. The effect of interest 
rates on private investment will be explored further in Chapter 25. 

There is still another argument advanced to prove that discount rate 
changes by the central bank cannot be effective in imposing restraint. 
This argument is the entirely fallacious one that a bank cannot be dis- 
couraged from borrowing to relend to customers because it can expand 
its loans by some multiple of the newly borrowed reserves. Were this 
true it would be almost impossible to raise the Federal Reserve discount 
rate high enough to shut off member bank borrowing. The fallacy of 
this argument, of course, is that a borrowing bank cannot expand its own 
loans by an amount greater than the reserves actually borrowed. Thus, 
if a rate is high enough to shut off the initial borrowing of new reserves 
by a particular bank, it effectively shuts off multiple credit expansion. 

The effectiveness of a rise in the Federal Reserve discount rate is 
enhanced when it is combined with the open market sale of securities by 
the Federal Reserve Banks. In this way member bank reserves are re- 
duced and member banks are compelled to discount at the Federal 
Reserve Banks to obtain reserves. The inevitable result of this is some 
tightening of the money market. The reasons for the tightening effect are 
not hard to see. First, the added borrowing increases the burden of the 
higher discount rate, since banks are compelled to borrow and pay the 
rate. This tends to reduce the attractiveness of further loan expansion. 
Secondly, the increased discounting by member banks uses up a greater 
part of their 4 welcome” at the Reserve Banks. 

There are still other reasons for the influence of changes in the Federal 
Reserve discount rate upon the loans of member banks. Changes in the 
rate carry considerable weight in the determination of banking opinion. 
A rise in the rate indicates to the financial market that in the judgment 
of the Federal Reserve authorities a tightening of the market is desirable. 
This alone may induce a rise in customers' rates, especially among the 
big city banks. Secondly, even a moderate rate increase may be restrain- 
ing when it is coupled with the threat that higher rates may follow should 
the initial increase prove ineffective. Especially will this prospect create 
doubts in the lenders' minds as to the wisdom of making long-term loan 
and investment commitments. 1 Furthermore, the rise in the Federal 
Reserve discount rates, reflecting both the judgment and intentions of 
the authorities concerning credit restriction, may well have an effect upon 
borrowers' expectations of future profits. Thus, borrowers may take a 


1 Cf. Robert V. Roosa, “Interest Rates and the Central Banks/' Money , Trade , and 
Economic Growth (New York: The Macmillan Company, 1951), p. 282. 
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more cautious view in respect to the future and reduce their investment 
plans regardless of their own direct reaction to changes in the rate of 
interest. 2 

Rationing of Federal Reserve loans to member banks as an instrument 
of control; resistance to continuous borrowing. Originally it was ex- 
pected that member bank discounting at the Federal Reserve Banks 
would represent the response of banks to the needs of trade and com- 
merce for an elastic supply of money and credit. Experience during and 
after World War I showed conclusively that the supply of eligible paper 
in the hands of member banks provided entirely inadequate safeguards 
against excessive member bank borrowing. Especially was this the case 
when member banks borrowed at their Federal Reserve Banks on the 
collateral of U.S. Government securities. The Federal Reserve Board (the 
predecessor of the present Board of Governors ) became concerned about 
what they considered the excessive degree of concentration of member 
bank borrowing among certain banks. The primary concern at the time 
was not so much the fear of inflationary expansion of credit as that some 
member banks were obtaining more than their share of the available 
funds. Consequently, at the Board’s request, the Federal Reserve Act 
was amended in 1920 to authorize graduated or progressively higher 
discount rates on borrowings in excess of a bank’s “quota.” 3 The use of 
graduated discount rates designed to penalize and reduce excessive bor- 
rowings by particular member banks had little beneficial effect, and the 
law authorizing it was repealed in 1923. 

The Federal Reserve Board continued to explore the possibilities of 
finding a way to restrain excessive use of Federal Reserve discount 
facilities by particular member banks. It concluded that the offenders 
were banks which tended to borrow more or less continuously and 
thereby were maintaining a level of loans and investments higher than 
could be supported by their deposits and capital funds. Such practices 
were unfair, in the Board’s view, to other member banks. The Board, 
therefore, invoked the rules laid down in the Federal Reserve Act which 
require that the Federal Reserve Banks shall operate fairly and impar- 

2 Cf. W. Randolph Burgess, The Reserve Banks and the Money Market (New 
York: Harper & Row, Publishers, 1936), pp. 221 and 230. Burgess definitely states 
that the most powerful effect of changes in the Federal Reserve discount rate is the 
psychological one. 

For an excellent analysis of the relation of changes in discount policies and the 
discount rate of the Federal Reserve System to the supply of loan funds and the 
demand for f un ds, see Warren L. Smith, “The Instruments of General Monetary Con- 
trol/’ The National Banking Review , I, No. 1 (September 1963), 47-68. 

3 Annual Report of the Federal Reserve Board , 1921, pp. 65-66. The quota for each 
member bank was computed by multiplying by 2.5 (the Federal Reserve Bank ex- 
pansion ratio at the time) the sum of 65 per cent of the banks unborrowed reserves 
and the bank’s paid-in subscription to Federal Reserve Bank stock. 
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tially and without discrimination for the maintenance of sound credit 
conditions and for the accommodation of commerce, industry, and agri- 
culture. In carrying out their duties, the Banks are authorized to refuse 
accommodation to member banks found to be unduly extending credit 
for financing speculative activities or for other purposes inconsistent with 
the maintenance of sound credit conditions. 4 In 1926 the Board stated 
that member bank borrowing should be for the purpose of "meeting 
seasonal and temporary requirements of members and continuous bor- 
rowing by a member bank as a general practice would not be consistent 
with the intent of the Federal Reserve Act.” Again, in 1928 the Board 
reiterated its position when it stated in its Annual Report that: 

It is a generally recognized principle that reserve bank credit should 
not be used for profit and that continuous indebtedness at the reserve 
bank, except under unusual circumstances, is an abuse of reserve bank 
facilities. In cases where individual banks have been guilty of such abuse 
the Federal reserve authorities have taken up the matter with the offi- 
cers of the offending banks and have made clear to them that their re- 
serve position should be adjusted by liquidating part of their loan or in- 
vestment account rather than through borrowing. . . . The tradition 
against continuous borrowing is well established and it is the policy of 
the Federal reserve banks to maintain it. 5 

Borrowing or discounting by member banks practically disappeared 
as a result of the abundance of reserve funds that arose from the heavy 
gold imports of the late 1930 , s and the easy money-open market policy 
of the Federal Reserve Banks during World War II and the postwar 
period before 1951. As a result, the existence of the "tradition against 
continuous borrowing” at the Federal Reserve Banks faded from the 
memories of both the bankers and the Federal Reserve Bank authorities. 
But after 1951, when the Federal Reserve policy shifted to one of restraint, 
discounting by member banks again became active. Again certain abuses 
arose involving excessive and continuous borrowing by some banks 
wishing to increase their loan funds and to qualify for excess-profits tax 
advantages. The Federal Reserve Banks therefore revived the almost 
forgotten tradition or taboo against continuous borrowing. Member banks 
were admonished to remember that borrowing at the Federal Reserve 
Banks is a privilege, not a right, of membership and abuses of the 
privilege through continuous borrowing or borrowing for purposes 
opposed to sound credit policy would lead to the denial of discount 
privileges, A formal statement of their position was incorporated in the 
preamble to the revised Regulation A in 1955. 

The significance of the reinstatement and firm application of the 


4 Federal Reserve Act, Section 4. 

5 Annual Report of the Federal Reserve Board , 1928, p. 8. 
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tradition or rule against continuous borrowing has already been men- 
tioned in Chapter 17. Specifically, the right and duty of the Federal 
Reserve credit officers to refuse discount accommodation to violators of 
the rule provide a most useful addition to the restrictive powers of the 
Federal Reserve authorities. No longer is it important that member bank 
borrowing and credit expansion be limited by the reluctance to pay the 
discount rate charged at the Federal Reserve Banks; the banks are on 
notice that, while temporary needs will be freely met, continuous bor- 
rowing is taboo. This means that when the Federal Reserve fails to ex- 
pand reserves through open market security purchases during periods 
of overexpansion, the member banks cannot effectively by-pass the 
restraint by continuously going to the discount window. 

Open market operations as an instrument of credit control. The sale 
of securities in the open market by the Federal Reserve Banks, as we 
have already seen, is a powerful weapon for making effective the increases 
in the discount rate. It thus contributes enormously to the creation of an 
“atmosphere of restraint,” which is a necessary part of any attempt to 
control credit through Federal Reserve action. Also, as we have just 
seen, member banks seeking discount accommodation are further exposed 
to the much more powerful effects of the rule against continuous bor- 
rowing. 

Open market operations can be divided into two categories: (1) in- 
voluntary, when the initiative comes from members of the money market 
wishing to convert certain liquid assets into cash by sale to the Federal 
Reserve Banks; and (2) voluntary operations initiated by the Federal 
Reserve Banks themselves, through the Open Market Committee, for the 
positive purpose of achieving some policy goal. 6 

Voluntary open market operations consist of purchases and sales of 
Treasury obligations by the Federal Reserve Banks on the initiative of 
the Open Market Committee, which sets the policy and executes the 
transactions. These operations are directly related to carrying out credit 
policy. They may be used to make effective changes in the discount rate, 
as we saw earlier. They also are used to increase and decrease the supply 
of legal reserves for the purpose of maintaining short-term money market 
stability. However, in the late 1930’s, excess reserves of member banks 
were so large as to put the Federal Reserve Banks out of effective contact 
with the money market. Therefore they embarked upon the policy of 
trading in Treasury securities in the interest of stabilizing security prices. 


6 The use of the involuntary open market operations to maintain the market for 
bankers* acceptances and for the Treasury bills of World War II has already been 
described in Chapter 17. Involuntary open market purchases of Treasury bills ceased 
in 1947, and offers to purchase bankers’ acceptances at posted rates were ended in 
1955. 
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During the war years that followed, although Federal Reserve credit had 
to be increased tremendously to provide the needed funds, the easy 
money policy under which the war was financed forbade any attempt at 
open market restraint. It was not until the “accord” of March 1951 that 
the Treasury acquiesced to the use of Federal Reserve credit restraint 
as a method for checking the inflationary developments arising from the 
Korean War. Since that time, open market operations, along with the 
discount rate, have again become available as instruments of restraint. 

Other restraints upon credit expansion— changes in reserve require- 
ments. Still another weapon remains for the exercise of control over 
the volume of member bank credit by the reserve authorities. Within 
limits set by statutory rules, the Board of Governors may change the 
legal reserve requirements of member banks. This authority vastly ex- 
pands the power of the Board over discounting when pressure is to be 
exerted upon member banks. Like voluntary open market sales of 
securities, in the absence of substantial member banks excess reserves, 
an increase in reserve requirements enables the Board to force member 
banks to discount. This in turn compels the member banks to face the 
restrictive effect of the cost of borrowing and the tradition against it. 
It has an advantage over open market operations because the Board can 
make the restrictions felt by all the member banks if necessary, whereas 
open market operations primarily affect banks in the financial centers. 

Changes in member bank reserve requirements have some weaknesses 
as an instrument of credit control. When requirements are increased in 
order to absorb member bank excess reserves, some banks may be un- 
fairly pinched, although others may be but little affected. An increase 
in requirements may put an undue burden on the bank whose reserve 
position is already tight in order to reduce excess reserves held elsewhere 
in the system. Of course, this same criticism applies in some measure to 
open market operations. Another objection is the uncertainty to which 
banks would be exposed should substantial changes be made without 
warning and with frequency. Because changes in reserve requirements 
cannot be made quickly and without a good deal of public notice, they 
are badly adapted to regular and frequent use as instruments of credit 
policy. In this respect they are decidedly inferior to open market opera- 
tions, which can be brought into play quickly and unostentatiously and, 
when desirable, can be reversed readily to meet changing conditions. 

Selective credit controls. In addition to the methods of imposing 
general quantitative controls over bank credit that we have been con- 
sidering, the Federal Reserve System has exercised certain selective 
controls. For example, the Board of Governors of the Federal Reserve 
System is responsible for fixing margin requirements on loans to finance 
the purchase and carrying of securities. Therefore, it fixes such margin 
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requirements with an eye to regulating the amount of bank credit that 
can go into stock market speculation. In 1946, for instance, margin re- 
quirements were raised to 100 per cent, and loans of this type were 
entirely shut off for a time. Such a method of control of credit tends to 
exercise some check on the over-all expansion of bank credit and has 
the merit that it permits restraint on speculative credit without limiting 
credit for more worthy purposes. 

Another selective control device was the war-bom Regulation W of 
the Board of Governors. This regulation dealt with all forms of credit 
extended to consumers. It covered charge accounts, down payments on 
installment purchases, the period of time for which credit could be 
extended, and the like. Its purpose was to hold down consumer expendi- 
tures and to assist in checking price inflation at a time when consumers’ 
goods were scarce. The authority of the Board of Governors to regulate 
consumer credit has never been made a permanent part of the arsenal 
of weapons against inflation. Instead, it has been temporarily re-estab- 
lished twice since 1947. It was revived in 1948 for a short period, lapsing 
again in June 1949. It was again re-established in 1951-1952 during the 
Korean War. 

Yet another form of selective control was tried during the inflation of 
1951-1952. Known as Regulation X, it consisted of controls over non- 
insured real estate credit to finance new construction. Like consumer 
credit controls, this regulation fixed minimum down payments and maxi- 
mum periods of amortization. Regulations W and X proved extremely 
unpopular both with dealers and with their customers. With the easing 
of inflationary pressures in 1952 they were abandoned. 

The advocacy of selective credit controls was based upon two con- 
siderations. During the war and the postwar years up to 1951, an easy 
money policy for financing the war and for carrying the debt at low 
interest rates was an accepted goal. To maintain low interest rates on 
the government debt, Federal Reserve Banks supported United States 
security prices at par or better by open market purchases. Consequently 
it became impossible to raise interest rates and tighten the money market 
for business borrowers so long as the interest rates on United States 
securities were held down. To many of the advocates of this easy money 
policy, selective controls seemed to offer a way to restrain credit expan- 
sion while maintaining low interest rates on the government debt. More- 
over, support for selective credit controls has been drawn from the ranks 
of those who believe that low and stable long-term interest rates are a 
prerequisite to a program for full employment. Because wide swings in 
the volume of stock market credit and consumer credit are important 
contributors to economic instability, selective controls offer an important 
substitute for the traditional controls involving the availability and the 
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cost of credit. The case for the use of selective controls in the form of 
margin requirements on security loans and consumer credit regulations 
is further strengthened by the commonly accepted view that neither form 
of credit is likely to be restrained by a rise in interest rates that may 
accompany general monetary restraint. 

The effectiveness of Federal Reserve Bank restraints on credit ex- 
pansion. Let us now appraise briefly the Federal Reserve powers to 
restrain credit. First, granted that the Federal Reserve Banks are in 
contact with the money market, there is little reason to question the 
power of the authorities to impose credit restraint through the sale of 
securities in the open market and a rise of the discount rate. Such action 
drives member banks to the discount window of the Federal Reserve 
Banks, where they are exposed to the combined penalties of the higher 
rate, the unattractive prospect of going into debt for a protracted period, 
and the criticism of the Federal Reserve authorities against anything 
that smacks of continuous borrowing. Further restraint may be imposed 
on all member banks by increases in reserve requirements when existing 
requirements are below the maximum. Tight money conditions which 
can thus be established by Federal Reserve action inevitably affect the 
money market. Interest rates rise, especially in the larger cities; but, even 
more important, loans become harder to get. In other words the “avail- 
ability” of credit is reduced. Lenders now must choose between bor- 
rowers, and, irrespective of any lack of deterring effect from higher 
interest rates, some borrowers are turned away unsatisfied; and credit 
restraint becomes a reality . 7 

Federal Reserve credit policy as a counteraction to depression. It is 
quite apparent that Federal Reserve credit policy can normally be in- 
voked to restrain an unwanted expansion of credit. This is true even 
though one may doubt the efficacy of the discount rate alone. But there 
is more question as to the ability of Federal Reserve credit policy to 
overcome a tendency for credit to shrink during a period of depression. 
Restraint, by tightening the money market, is one thing; inducing credit 
expansion by easing the money market is another. 

Whenever a mild depression threatens to bring a decline in credit, 
there is reason to believe that prompt and positive Federal Reserve 
action may well be effective. Making new reserves available at lower 
costs, or at no cost if open market purchases are pushed far enough, may 
very well provide the necessary impetus to renewed expansion. If a 
recession is mild, falling interest rates and the general increase in avail- 


7 The question of control over the rate of investment and the flow of income by 
the use of monetary policy will be explored in Chapter 25. 
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ability of loan funds may bring new demands for bank credit into the 
market. The success of easy money credit policy must depend, in large 
measure, upon there being some degree of demand tension in the market 
awaiting the release of restraints. This makes it imperative that a positive 
easy money policy be adopted early in the developing stage of depres- 
sion. However, once depression becomes serious, Federal Reserve credit 
policy is of but limited value. By lowering reserve requirements, by 
lowering discount rates, and by making substantial purchases in the 
open market, the Federal Reserve Banks can certainly create an at- 
mosphere of ease in the loan market. Such action also results in an ex- 
pansion in bank deposits and excess reserves and at the same time 
encourages banks to expand loans and investments. The immediate effect 
of the appearance of excess reserves in commercial banks during slack 
times will normally be an increase in bank investments. The sellers of 
securities bought by the bank and the Federal Reserve Banks receive 
additions to their money holdings in checking account form. They now 
hold cash instead of securities. But an expansion in investment of this 
cash in the form of new business inventories or construction must still 
await decisions to lend and invest. Consequently, even though Federal 
Reserve easy money policies may induce banks to maintain the level of 
their deposits through expansion of investments, there is little reason to 
expect this to have a direct expansionary effect upon monetary expendi- 
ture. 

Because of the well-recognized limitations upon the power of Federal 
Reserve credit policy to induce expansion of credit and spending, it has 
often become the habit to describe such easy money policies as merely 
pushing on a string. Because of the weakness of central bank credit 
policy as an antideflation weapon, some people have tended to regard 
it as outmoded and have turned instead to government fiscal policy as 
the proper instrument for control over business activity. The strong and 
the weak points of fiscal policy as a means for monetary management 
will be studied later when we review the whole range of devices that 
may possibly be used to influence the value of money and the flow of 
money expenditure. 


The Relation of Treasury Fiscal Operations 
to the Supply of Money 

In addition to the Federal Reserve System, there is another important 
force that influences the volume of bank reserves. That force is the 
United States Treasury in its fiscal role of taking in, holding, and dis- 
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bursing tax and other revenues. The magnitude of Treasury fiscal opera- 
tions is such that their effect upon the quantity of bank reserves cannot 
be disregarded. 

Treasury expenditures and income are never exactly equal. Some- 
times tax revenue and borrowings exceed disbursements. At times the 
reverse is true. At all times the Treasury must carry a substantial cushion 
of funds to avoid embarrassment. At the end of June 1963 the Treasury’s 
funds, carried on deposit in banks, amounted to 11.4 billion. Of this 
amount, $800 million was on deposit in the Federal Reserve Banks and 
$10.6 billion was on deposit with approved commercial banks. How, 
then, does the Treasury’s handling of its funds affect the supply of bank 
reserves and, incidentally, the quantity of money? 8 To find the answer 
we shall need to trace through the consequences of the changes in 
Treasury receipts and expenditures. 

Tax-payers and lenders to the government give checks drawn on 
member banks (or collectible through member banks) to meet their 
debts to the Treasury. The Treasury may deposit these checks in its 
account with the Federal Reserve Banks, which then deduct the amounts 
from the member banks’ reserve accounts. The process therefore re- 
duces bank reserves and the public’s money supply by the amount trans- 
ferred to the Treasury. The effects of this operation may be seen in the 
balance sheet changes shown below based upon the assumption that the 
Treasury deposits $1 billion in tax receipts in the Federal Reserve Banks. 


Federal Reserve Banks 
Assets Liabilities 

No change Treasury deposits: 

-{-$1 billion 
Member bank 
reserve balances: 
— $1 billion 


Member Banks 
Assets Liabilities 

Legal reserves: Deposits: 

— $1 billion — $1 billion 

(Assuming 20% reserve requirements, 
a deficiency of $800 million in mem- 
ber bank reserves will result. ) 


Let us now suppose that the Treasury expends money by drawing 
checks to the amount of $2 billion on its balance in the Federal Reserve 
Banks. Persons receiving payment in Treasury checks deposit them at 
commercial banks and, on the collection of these checks by the banks, 
the proceeds are added to the legal reserves of member banks. This 
effect may be seen on the Federal Reserve Bank’s and member banks’ 
balance sheets. 


8 We are not concerned here with tracing through the effects of Treasury borrowing 
at the banks to finance its excess of expenditures. In such a case, Treasury borrowing 
and spending, like private borrowing, directly increases the supply of money. This 
aspect of government fiscal policy, involving budgetary deficits and surpluses that 
directly affect the volume of money spending, will be examined in Chapter 26, which 
deals with economic stabilization. 
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Federal Reserve Banks 
Assets Liabilities 

No change Treasury deposits: 

— $2 billion 
Member bank 
reserve balances: 
+$2 billion 


Member Banks 
Assets Liabilities 

Legal reserves: Deposits: 

+$2 billion +$2 billion 

(Assuming 20% reserve requirements, 
this results in the appearance of $1.6 
billion of excess reserves for member 
banks. ) 


Thus we see that when Treasury receipts deposited at the Federal 
Reserve Banks exceed expenditures, member banks' reserves tend to fall 
by the amount of the excess. On the other hand, when Treasury expendi- 
tures, made in checks on the Federal Reserve Banks, exceed receipts, 
the reserves of member banks expand. To minimize the effect of normal 
inequalities in government income and expenditures, the Treasury com- 
monly carries the bulk of its unused funds on deposit in commercial banks 
and from time to time transfers to the Federal Reserve Banks such 
amounts as are needed to maintain its working balance. The effect of 
such a transfer may be seen in the balance sheets below. The example 
is based on the assumption that the Treasury has transferred $500 mil- 
lion from member banks to its account at the Federal Reserve Banks. 


Federal Reserve Banks 

Member Banks 

Assets 

Liabilities 

Assets 

Liabilities 

No change 

Treasury deposits: 

+$500 million 
Member bank 
reserve balances: 
—$500 million 

Legal reserves: 
—$500 million 

Deposits: 

—$500 million 


We can now briefly summarize the effects of Treasury fiscal transactions 
on the supply of money: 

1. The collection of taxes, or the sale of securities to the public, di- 
rectly reduces, by the amount involved, the money supply in the public's 
hands. 

2. The disposition of tax funds and the proceeds of borrowings deter- 
mine the effect upon the reserves of banks. Whenever the Treasury 
deposits its receipts in the Federal Reserve Banks, the reserves of mem- 
ber banks are reduced correspondingly. When the Treasury leaves its re- 
ceipts on deposit with the member and other bank depositories, the 
position of the banks' reserves remains unchanged. 

3. When the Treasury spends money by drawing checks upon its bal- 
ances in the Federal Reserve Banks (the normal method of disburse- 
ment), the money supply in the public's hands and the reserves of 
member banks both increase correspondingly. 

Clearly, the actions of the Treasury have powerful direct and indirect 
influences upon the quantity of money. 
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Questions for Study 


1. Why are the Federal Reserve Banks now in a position to exercise restraint 
on the expansion of money? Why, in 1941, were they in a poor position 
to do so? 

2. To what extent may Federal Reserve authorities impose restraint on pri- 
mary credit expansion? 

3. Why does the role of lender of last resort complicate the problem of re- 
straint on credit? 

4. What are some of the reasons given for the view that the Federal Re- 
serve discount rate cannot effectively influence the volume of money and 
credit? 

5. How may open market operations be used to strengthen the effect of 
changes in the discount rate? 

6. Why are changes in reserve requirements not favored as instruments of 
short-run credit policy changes? 

7. With what kinds of “selective” credit controls have we had experience? 
What can be said in their favor? What are their limitations? 

8. It is sometimes claimed that central bank restraint cannot be effective 
because: 

a) Member banks are but little affected by increases in discount rates. 

b) Borrowers are unimpressed by increases in interest rates when busi- 
ness is good. 

c) Central banks must accommodate member bank needs for reserves. 
What do you think of these claims? 

9. Why may Federal Reserve easy money policy be ineffective during pe- 
riods of business depression? 

10. What is the effect on member bank reserves when: 

a) The Treasury deposits tax receipts in the Federal Reserve Banks? 

b) The Treasury transfers funds from its accounts in commercial banks 
to its account at the Federal Reserve Bank? 

c) The Treasury spends funds held on deposit in the Federal Reserve 
Bank? 



part six 

The Demand for Money, 
Income, and the Price Level 




chapter twenty-two 


THE THEORY OF THE VALUE OF MONEY: 

THE DEMAND FOR MONEY 


The value of money is measured by what a unit of money will buy in 
terms of a representative assortment of economic goods. Putting it in 
another way, the value of money is the reciprocal of the price level, and 
changes in the value of money are indicated by changes in an appropriate 
index of prices. Indeed, it is customary to approach the study of the 
theory of the value of money by examining price movements and attempt- 
ing to find the reasons for their occurrence. We may, therefore, visualize 
the problem of the value of money as the problem of explaining the 
behavior of the price level. The concept of the value of money is not 
simple. Rather, it is dependent upon whose money one is talking about. 
The money of the businessman may suffer a more rapid loss of value 
during a period of rising prices than may that of the consumer, whose 
main interests are in the cost of living instead of in wholesale prices. The 
value of money measured by a general price index is often considerably 
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different from that measured by an index of commodity prices at whole- 
sale. Although one should keep in mind the limitations of any single index 
of prices, it is nevertheless possible to use an index such as that of whole- 
sale prices to obtain a rough but usable measure of the changes in the 
value of money. 

The basic problem relating to the value of money is to explain the 
causal forces which determine it. This necessarily involves not only an 
explanation of the value of money at any particular time, but also the 
causes of changes, both of a long- and short-time nature, which may 
occur. 

The importance of knowing the causes that determine the price level 
or the value of money. Earlier economic thinking generally assumed 
that the level of income and employment was automatically adjusted to 
the available working force, other resources, and the technical knowledge 
of the times. In other words, the level of real output was believed to be 
independently determined, and changes in the price level did not affect 
the level of production but merely changed the money value of the real 
income of a country. Consequently the main importance of changing 
price levels was thought to rest in the inconveniences and inequities 
arising from changes in the distribution of income induced by unequal 
changes in individual prices. People now recognize that changes in the 
price level not only cause the inequities just mentioned but also are 
responsible for generating and accentuating changes in real income, 
output, and employment. Therefore, an understanding of the causes of 
price inflation and price deflation is an important tool for attacking the 
problem of economic instability. To the extent that changes in the 
quantity of money can be blamed for changes in the price level, the search 
for economic stability requires that attention be given to the supply of 
money and its management. 

Methods of approach. There are two basic methods of approach to 
the theory of the value of money. One is statistical, which seeks, so far 
as possible, correlations between changing economic situations that may 
influence the price level and changes in the price level that actually 
occur. Such studies may be used as a basis for formulating a theory of the 
determination of the price level. The second method is to approach the 
problem by abstract reasoning. Both methods have their peculiar limita- 
tions, and dependence upon either one alone is not satisfactory. Only 
when both are properly combined can one have confidence in the result- 
ing theory. 

Studies of prices may proceed along two different lines. Some analyses 
deal essentially with long-run price movements. This approach is useful 
in explaining the secular or long-run trend, but contributes little to the 
explanation of cyclical price changes. Other studies are directed pri- 



THE THEORY OF THE VALUE OF MONEY: THE DEMAND FOR MONEY 


343 


marily to the understanding of short-run price changes. The urgent need 
for the latter type of study tends to make theories of long-run price 
change fall into relative insignificance. 

The Demand for Money 

The demand for money may be looked at from two points of view. 
The first, known as the transactions approach , looks upon the demand 
for money as consisting of all the goods, services, and financial instru- 
ments offered for sale in terms of money over a given period of time. The 
second is the approach that stresses the public’s need for cash or money 
balances as a store of values at some particular point of time. This latter 
approach involves the reasons for the public’s preference for holding 
liquid cash or money rather than other assets that might be purchased 
with it. This desire for money is known as liquidity preference. Whether 
the transactions approach or the liquidity preference-cash balance ap- 
proach is used for analyzing the determinants of the value of money, the 
simplifying assumption is made that the supply of money is a given fixed 
amount. Granted this assumption, the demand for money determines its 
value. The results are necessarily the same whether the transactions ap- 
proach or the liquidity preference-cash balance approach is used. Each 
has certain advantages in helping us come to grips with some of the 
problems concerning the value of money. As we shall see, neither ap- 
proach provides all of the answers. Consequently it will be necessary, 
later, to consider factors which generate short-run changes in the supply 
of money available to be demanded. 

The Demand for Money— The Transactions Approach 

The transactions approach to the demand for money is essentially 
mechanical in nature. It utilizes the same concept of demand as is used in 
the determination of the value of goods and securities offered for sale 
in the market. For example, just as the demand for any commodity is 
thought of as the amount of money that buyers will offer for different 
amounts of the tiling offered for sale, so the demand for money is thought 
of as the commodities, services, and securities that sellers of goods will 
offer in exchange for money. This aggregation of items offered in exchange 
for money is referred to as transactions . It should be noted that this is 
not the same as the national output of goods and services, for it includes 
physical products that are sold and resold, often several times, during 
the production process, as well as such things as old or secondhand goods, 
land, and securities. . 
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To illustrate the workings of the transactions theory of the demand 
for money, let us assume that in a given community and during a given 
interval of time there are $1 million and 1 million units of goods to be 
sold. If all the goods are exchanged for all the dollars, each dollar is 
exchanged for one unit of goods; therefore the value of the dollar is one 
unit of goods and the price of one unit of goods is $1. Now, suppose that 
the number of dollars be increased to $2 million, with no change in the 
number of units of goods offered for sale. Two dollars will then be ex- 
changed for each unit of goods, or the price of one unit of goods will be 
$2. From this view of the demand for money the conclusion is reached 
that so long as the quantity of goods and services offered for money 
remains unchanged, the value of money varies in an inverse proportion 
to its quantity and that the general level of prices varies directly in 
proportion to the quantity of money. 

The place of velocity. Because the transactions approach deals with 
the exchange of things entering economic transactions against the money 
supply over a period of time, it follows that the money side of the picture, 
that is, the "supply” of money against which transactions are offered, 
may be more than the given stock of money. Some parts of the money 
supply over this period of time may and do appear more than once. The 
velocity of money, that is, the number of times that the average dollar 
appears in the market during the interval of time being considered, is a 
significant item in the supply. For example, to revert to our illustration 
above, should the stock of money be $2 million and during the interval 
of time, one year let us say, each dollar appears on the average twenty 
times, the amount of money available for being "demanded” during the 
year is twenty times $2 million, or $40 million. If we assume that the 
velocity of money is stable and not subject to change by any of the 
considerations entering our analysis, the original assumption that the 
supply of money is fixed is not disturbed. In reality, changes in velocity 
do occur, particularly during the business cycle, and upset the original 
assumption of a fixed supply of money. This is true even though the 
stock of money itself remains unchanged. 

The transactions approach, therefore, explains the price level in terms 
of the supply of money appearing in the market during a given interval 
of time, that is, the quantity of money times its velocity, and the total 
transactions in terms of goods, services, and securities offered for sale. 
Therefore, an increase in either the quantity of money or its velocity 
tends to raise the price level so long as the transactions remain stable. 
On the other hand, if the quantity of money appearing in the market 
remains unchanged and the volume of transactions increases, the value 
of money will rise and the price level will fall. 
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One advantage of the transactions approach is that it provides the 
framework for statistical verification and study in the monetary field. 
Both the quantity of money and the velocity of its most important com- 
ponent, bank checking accounts, are regularly measured and published 
in the Federal Reserve Bulletin. However, this approach has the serious 
limitation that in making the level of transactions the sole measure of the 
demand for money, it provides no good explanation for changes in the 
velocity of money. In contrast, the cash balance approach, based upon 
the demand for money to satisfy liquidity preferences of the public, 
offers a more revealing basis for finding the answer to the question of 
the demand for money. 

Transactions approach and aggregate demand. One may profitably 
look at the transactions approach to the demand for money from a 
different point of view. For example, let us start with total money ex- 
penditures over a given period of time (the quantity of money times its 
velocity). Using the example of a stock of money of $2 million and a 
velocity of twenty times per year, total money expenditure or aggregate 
demand for the composite collection of things making up total transac- 
tions becomes $40 million. This amount, spent for 1 million items of 
transactions determines their average price or the price level of such 
transactions. If the volume of transactions is fixed, the price level must 
vary with the level of expenditures. 

Determinants of the transactions velocity of money. In a general way 
one may explain the velocity of money spent on transactions (or the 
transactions velocity of money) by pointing out that velocity is deter- 
mined by how long, on the average, people hold money before spending 
it. This, in turn, depends upon how frequently and regularly incomes are 
received and the frequency and regularity of expected outpayments. 
The less frequent a person’s income, the larger will be the stock of money 
needed in comparison to that income to bridge the gap between income 
and expenditure. Likewise, the greater the irregularity of income receipts, 
as well as the greater the irregularity and uncertainty of necessary ex- 
penditures, the greater will be one’s need for cash. Consequently these 
factors tend to result in a low rather than a high transactions velocity. 
On the other hand, ready access to credit, regularity of income, and 
regular expenditure requirements tend to lower the transactions velocity. 
Also velocity tends to be speeded up by expectations that prices will 
rise and slowed down by expectations of lower prices. Although the 
transactions approach to the demand for money concedes that velocity 
can and does change, it stresses the long-run tendency for a stable level 
of velocity determined by public convenience in adjusting spending to 
such stable institutional factors as frequency and regularity of money 
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incomes and expenditure. It does not provide adequate answers to the 
reason for short-run fluctuations in velocity that arise from shifting 
liquidity preferences of the public. 

Some clue to the magnitude of the annual transactions velocity of 
money is obtainable from the Federal Reserve Bulletins monthly reports 
of demand deposit turnover. In 1963, among the big New York City 
banks, debits to individual accounts were about eighty-five times indi- 
vidual demand deposits. In six other large cities they were forty-four 
times, and in 337 other reporting cities they were twenty-nine times 
individual demand deposits. There is little information on the velocity of 
demand deposits of the numerous small banks of the country and none 
on the velocity of currency as contrasted to checking accounts. 

The determinants of transactions. The quantity of transactions offered 
against money, or purchased by aggregate spending, is related positively 
to the level of final real output of the economy. Thus, an increase in 
output increases the level of transactions that must be handled. This is 
so because as production and output rises, the volume of goods and 
services sold, many repeatedly in the various stages of production, must 
rise also. Therefore, it is customary to assume that variations in total 
transactions match those in final output. This is substantially true in the 
short run, although periods of speculative activity in commodities, land, 
and securities can and do arise and cause a sharp increase in the trans- 
actions demand for money without any corresponding changes in final 
output. In the longer run, disregarding flurries of speculative activities, 
structural changes in the economy also affect the relation between final 
output and transactions. For example, during a period of increased 
vertical integration of industry that combines different productive stages 
under a single corporate entity, the proportion of total transactions 
offered in the market to total final product will fall. 

A very rough comparison of the size or number of transactions to the 
size of the real final output can be made by the use of the total money 
volume of checks written on selected commercial banks as reported in 
the Federal Reserve Bulletin. In 1962, debits to individual deposit ac- 
counts (checks written on such accoimts) of the banks of New York 
City, the six other largest cities, and 337 other reporting cities amounted 
to $3,436 billion. This alone was over six times the amount of the Gross 
National Product for that year. When one remembers that, in addition, a 
multitude of transactions was also handled by hand-to-hand currency 
transactions and by checks on the numerous commercial banks of smaller 
cities, the magnitude of transactions involved in the production of the 
annual Gross National Product looms even larger. 

Income velocity of money. As money is spent in the market on the 
many transactions arising from the economic process, some represents 
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payments for labor, interest, rents, or remains as business profits. For ex- 
ample, when raw materials are purchased by a manufacturer, the money 
payments to the suppliers go directly or indirectly to pay factors involved 
in the production of the raw materials. When the manufacturer in turn 
sells to distributors, part of the money received, representing the value 
added by the manufacturer, becomes income for the factors involved 
in the manufacturing stage. Thus, out of the total money expenditures 
on transactions for a given period, a part regularly becomes someone’s 
net income. This leakage into incomes must amount to the value of the 
total final output during the period of time involved. To compute the 
income velocity of money, then, one may divide the value of the total 
final output by the average stock of money during the period of time 
involved. For example, in 1962, the money value of total final output 
(the Gross National Product) was $554.9 billion. The average stock of 
money during 1961 was $146.8 billion. Therefore, the annual income 
velocity, or the number of times the average stock of money appeared 
as part of the Gross National Product was: 


554.9 

146.8 


or 3.7 


The Demand for Money— The Liquidity 
Preference-Cash Balance Approach 

The demand for money to satisfy the desire for cash balances involves 
a very different concept than that of the transactions demand. The trans- 
actions demand approach involves the flow of money expenditure against 
transactions over a period of time. The cash balance-liquidity preference 
approach raises the question of why money is wanted at any particular 
point of time. 1 The answer is that it is wanted primarily as a means for 
storing values in highly available or liquid form. This demand for money 
is commonly explained in terms of three motives for holding it. These 
are: (1) the transactions motive; (2) the precautionary motive; and 
(3) the speculative motive. 

The transactions motive for holding money. The primary demand 
for money balances arises directly out of its use for carrying on the 
ordinary trade and business affairs of the economy. It is a basic function 
of a properly working medium of exchange that it should enable a person 
to sell his products and services today and buy other things when wanted 


ID. H. Robertson, Money (Chicago: University of Chicago Press, ^ 1959), p. 30. 
The author aptly describes the transaction approach as one involving money on, the 
wing” in contrast to the cash-balance approach which involves money sitting. 
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in the future. In its capacity as a store of value, money permits one to 
regularize his expenditures while receiving an irregular income, to spend 
a regular income in an irregular manner, and to await the appearance 
on the market of the things specially suited to his needs. Everyone who 
receives an income finds it desirable and necessary to make some use 
of money as a store of value. The importance of such uses of money 
varies with the individual and his particular requirements. For example, 
one who receives an income at irregular and infrequent intervals must, 
other things being equal, feel greater need for money as a store of value 
than a person receiving a highly regular and frequent income. The busi- 
nessman, whose success depends in part upon his ability to pick up a 
bargain when it appears, has a greater need for cash balances than has 
the college professor. 

Consumers, as such, mainly need money balances as a means for 
handling their day-to-day transactions. Each consumer must strike some 
point of balance at which the marginal advantage of liquid assets in the 
form of cash is just equal to the marginal advantage of added consump- 
tion. Both a general increase in consumer real income and in consumer 
goods prices increase the consumers’ need for money balances. 

Businessmen require money balances sufficient to enable them to carry 
on their enterprises efficiently. They must have enough cash to meet their 
bills and care for their expenditures for some certain period of time. For 
example, a businessman may decide that, on the average, he wants a 
backlog of cash-purchasing power sufficient to meet his expenditures for 
one month. In that case he wants liquid buying power sufficient to pay 
for about one-twelfth of his annual business transactions. Should the 
scale of his transactions increase by 50 per cent, he will require about 
50 per cent more cash in order to be able to purchase or handle one- 
twelfth of his annual transactions. Likewise, a rise in prices will tend 
proportionately to increase his need for cash. Changes in the structure of 
industry may also cause changes in the transactions demand for money. 
Greater vertical integration of operations under a single firm tends to 
reduce the monetary requirements by reducing the number of buying 
and selling transactions involved. 

The need for cash balances for transactions purposes also varies with 
the availability of credit. Both consumers and businessmen find that with 
readily available credit, it is both safe and convenient to carry smaller 
cash balances to meet current transactions requirements. This is true 
whether the transaction needs for cash are related to regular and ex- 
pected inequalities in income and expenditure or to meet the recognized 
uncertainties with which everyone must cope. 

As a community becomes richer, that is, possesses a greater quantify 
of assets, it may become willing to increase the proportion of its assets 
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held in liquid cash form. This is understandable in the light of the advan- 
tage and convenience of holding cash and the reduction of urgency for 
holding noncash assets as they increase in supply. The result may be an 
increase in the demand for money that reflects the degree of richness of 
the community. 

In view of the above discussion it is clear that, given the economic 
and business structure and the personal evaluation of cash needs to meet 
transaction requirements, the demand for money balances for trans- 
actions purposes must fluctuate directly with the level of transactions. 
For convenience in exposition it is commonly stated that the transactions 
motive for holding money (the transactions demand) fluctuates with the 
level of money income. This is justified by the assumption that trans- 
actions and hence, transactions demand for money, fluctuate in propor- 
tion to changes in money income. 

The precautionary motive for holding cash. In any holding of money 
for transactions purposes, part of the need arises from the uncertainty 
and irregularity of income and expenditures of the person or the business 
firm concerned. The extent of this desire for money growing out of 
transactions needs varies with individuals. Money reserves appear more 
important to the conservative than to the more impulsive and short- 
sighted. But beyond these requirements for meeting the liquidity require- 
ments that arise out of transactions, there often appears a change in 
economic outlook that increases uncertainties. These new uncertainties 
apply to expected revenues and expenditures, or they may arise in con- 
nection with credit availability. In either case there is need for additional 
cash balances to insure future solvency and economic security, and the 
proportion of assets held in money form must increase. Thus the publics 
need for money has increased above the level dictated by ordinary trans- 
actions needs. In other words a precautionary motive for holding money 
has arisen. Likewise an increase in uncertainty about future costs and 
revenues and future business conditions generally will increase the un- 
certainty of investment yields and reduce investment incentives. Con- 
sequently investment spending declines and idle money accumulates in 
precautionary balances. The increased desire for liquidity related to the 
precautionary motive is described by Keynes as “the desire for security 
as to the future cash equivalent of a certain proportion of total resources.” 

Although consumers may experience such threats of insecurity as to 
acquire a precautionary motive for increasing their cash holdings, busi- 
nessmen are even more exposed to such threats. The attitudes of business- 
men are exposed to the shock of events, rumors, and opinions, and 
businessmen's expectations of future gains or losses are especially sensi- 
tive. For example, a businessman who normally carries money balances 
equal to one month's bills might decide to double his relative cash posi- 
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tion because of an election result that he considers unfavorable to busi- 
ness-profit prospects. Likewise, threats of war, by increasing uncertainties, 
tend to increase the precautionary motive for holding cash, as do hints, 
forecasts, and outright evidence of a decline in economic activity, prices, 
and profits. A rise in the precautionary motive among businessmen results 
in a curtailment of investment expenditures, both for expansion and for 
replacement. On the other hand a disappearance of the precautionary mo- 
tive is a signal for a resumption of investment and a reduction in the 
relative size of money balances. 

Although the precautionary demand for money is sometimes associated 
with the transactions demand for money, it is quite clear that changes in 
precautionary demands, unlike normal transactions demands, are not 
directly related to or dependent upon changes in the level of income. 
Irrespective of the level of income, precautionary demand for money 
may rise and fall in response to the rise and fall of uncertainties and may 
exercise a substantial influence on the value of money. 

The speculative motive for holding money. Speculation involves the 
pitting of one’s judgment against collective judgments as revealed in the 
market. If one speculates for a rise in prices by purchasing ahead, he is 
backing his judgment that prices will go higher against the judgments 
of others as represented by the existing market price. If one speculates 
for a fall in price by selling short, one is pitting his judgment that prices 
will fall against the existing market opinion. 

A large part of the expenditures of businessmen involve some form of 
investment. They spend money for merchandise and raw material, for 
equipment, and for expansion of capacity. An important consideration 
that influences businessmen is the prospect that what is purchased will 
rise or fall in price. Thus, if it is believed that capital goods are going 
to rise in price the incentive to hold back cash purchasing power intended 
for investment will disappear. On the other hand, should the prospect 
develop that capital goods are going to fall in price, there will be a strong 
motive for postponing the investment and for building up cash balances 
accordingly. The businessman has considerable leeway in his choice of 
investing or holding his cash. He can hoard the proceeds from current 
sales or he can reinvest them promptly in new merchandise inventory. 
He can hold depreciation funds and undistributed net earnings in cash, 
or he may spend them promptly on new equipment and expanded ca- 
pacity. This flexibility of choice is available to him because he is not like 
the average consumer who is compelled to spend in order to subsist. 

Individual savers and investment agencies capable of watching and 
evaluating the market are also influenced strongly by the speculative 
motive. Whenever interest rates are expected to rise, or security prices 
are expected to fall, there will be a prospect of gain from postponing 
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security purchases. Therefore the demand for money balances by these 
individuals and firms rises sharply. Conversely, an expectation of a fall 
in interest rates or a rise in security prices reduces the speculative de- 
mand for money. 

To use J. R. Hicks’s analysis, the anticipation of gain from investment 
depends upon the difference between the expense involved in making 
an investment and the expected profit or interest (including the expected 
gain or loss from changes in the capital value of the investment ). 2 

The changing demand for money. The transactions demand for 
money is directly related to and is responsive to changes in the level of 
income. This is not true of the precautionary and speculative motives for 
holding cash. For these are subject to wide changes which are quite inde- 
pendent of changes in income as business uncertainties and expectations 
worsen and improve. When business prospects worsen and prices of 
goods and securities are expected to fall, business and investing groups 
find their desire for cash assets expanding. Both speculative and precau- 
tionary motives increase. On the other hand, the appearance of good 
business and profit prospects and of rising prices reduce the precaution- 
ary and speculative motives for holding or demanding money. This fall 
in demand releases funds for spending and investment in the transactions 
area. 

Unlike consumers, whose demand for money tends to change directly 
with changes in economic activity and changes in prices, the demands 
of business and investing groups need not rise or fall in proportion to 
changes in prices and business activity. The worsening of profit prospects, 
for example, may cause a sharp rise in the precautionary and speculative 
motives for holding money before any noticeable change in transactions 
has occurred. Similarly, during a depression, the gradual dawning of a 
conviction that better times and higher prices are in prospect causes a 
fall in the precautionary and speculative motives for holding money. 
Clearly, in the face of a reasonably stable transactions demand for money, 
the precautionary and speculative demands for money are highly variable 
and introduce a very unstable element into the demand for money, which 
inevitably tends to generate cumulative fluctuations in prices and eco- 
nomic activity. 

To distinguish between money balances required for transactions 
purposes and those held to satisfy speculative and precautionary desires 
of the public, the former may be designated Mi. Money held in idle asset 
balances to satisfy liquidity preferences related to speculative and pre- 


2 J. R. Hicks, “A Suggestion for Simplifying the Theory of Money,” Economica, 
February 1935. Also reprinted in F. A. Lutz and L. W. Mints, eds., Readings in Mone- 
tary Theory (New York: The Blakiston Co., 1951). 
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cautionary motives may be designated as M 2 . This useful nomenclature 
will be frequently used in our subsequent discussion. 

How changes in the demand for money balances affect the value of 
money. Under any given circumstances, there is an amount of buying 
power that the public wishes to have available in the form of money. 
This buying power must be sufficient to purchase the volume of goods, 
services, and securities that the public feels it should be able to com- 
mand with its cash balances. One may conveniently think of this aggre- 
gation of goods, services, and securities as a given fraction of the total 
volume of transactions for a year s time or as a fraction of annual income. 
The size of this fraction will vary with changes in the precautionary and 
speculative motives. How, then, do these changes in demand for money 
balances bring about changes in the price level? 

Clearly, assuming that the supply of available money is fixed in amount, 
the desire of the public to hold sufficient monetary buying power to 
purchase a given volume of transactions cannot directly affect the 
volume of money. Futhermore, the existing fixed amount of money is 
always being held by someone or other all of the time. Since this is true, 
the problem confronting the public that wishes to hold a given amount 
of buying power in the form of money is how to compel the existing 
supply of money to buy the required volume of goods, services, and 
securities. To accomplish this, the public has only one available method. 
To illustrate, let us suppose that the value of money is already such that 
the existing supply has a total purchasing power equal to one-eighteenth 
of the nations annual transactions (or one-third of the annual national 
income ) . Now if the public wishes its cash balances to equal one-twelfth 
of the annual transactions instead of one-eighteenth ( or one-half of the 
annual income instead of one-third), the increase in purchasing power 
must be brought about by the action of individuals. The only way in 
which an individual can increase the buying power of his own cash 
holdings is to try to expand the volume of these holdings. Assuming that 
he will not obtain new supplies of money by borrowing, he must spend 
less of his money income than usual during a given period of time. But 
if everyone else does the same thing, the net result must be that, since 
the total money supply held by the public remains unchanged, the total 
volume of money spent is reduced. As money expenditures fall, both 
prices and output will fall. This reduction in spending must continue 
until the existing money supply will buy one-twelfth instead of one- 
eighteenth of total transactions ( or one-half of the annual income instead 
of one-third). 

On the other hand, a decline in the desire of the public to hold buying 
power in money form causes an increase in the velocity of spending. 
Outlays of money exceed current incomes, and prices and output rise 
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until the buying power of the money stock has fallen to the required 
level. Under these circumstances, the holders of money resemble the 
boy who tries to run away from his shadow; run as he may, it always 
remains with him. Similarly, spend as it may, the public cannot actually 
rid itself of the supply of money. But, like the boy, it may end up, price- 
and output-wise, in an entirely different place from where it started. 

The cash balance-liquidity preference approach, therefore, holds that 
the value of the existing stock of money is determined by the desire of 
the public to store up, in the form of money balances, purchasing power 
over goods and securities. The value of the total supply of money must 
be equal to this required purchasing power. Thus, if the public requires 
that its money supply, which we shall assume to be 1 million units, pur- 
chase 500,000 units of goods, each unit of money must be worth one-half 
a unit of goods. Should a rise in liquidity preferences require that the 
money supply purchase 1 million units of goods, the value of each unit 
of money must double. Therefore we can conclude that with no changes 
in the supply of money, the value of money, or the level of prices, may 
change in response to changes in liquidity preferences. Because changes 
in speculative and precautionary motives for holding money change with 
business expectations, short-run changes in the price level may occur 
even though the supply of money remains stable. 

The interest elasticity of the demand for money. An important link 
in the relationship of money to expenditure is the rate of interest. Let 
us see how each of the three motives for holding money is affected by the 
rate of interest, or yield, on investments of various kinds. Starting with 
the transactions motive or transactions demand for money, it appears 
that generally speaking money balances required for handling transac- 
tions are little affected, if at all, by the rate of interest. This assumption 
is not strictly true, for the normal transactions balances, as determined 
by public convenience in handling income and expenditures, are unlikely 
to be pared down to the bare bone of necessity. The public can, if suffi- 
ciently pressed, find ways to economize its use of transactions balances. 
This it may do in case favorable profit expectations create a powerful 
incentive to invest, and a limited supply of money makes it impossible 
to increase transactions balances to match the resulting increase in 
business activity. Closely related to this situation is the rise in market 
rates of interest as borrowers bid for scarce funds. Sufficiently high 
interest rates on such highly liquid near money assets as Treasury bills 
will, for the time being at least, tempt corporate treasurers to invest part 
of their normal transactions funds and get along with somewhat less 
cash than otherwise. Nevertheless, in the interest of convenience in 
exposition, it may be assumed that the transactions demand for money 
is insensitive to changes in the rate of interest. Instead, it reflects the 
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changing level of transactions and income and can be described as being 
a function of the level of the national income expressed in money terms. 
Therefore, if income velocity of Mi (transactions money) were three 
per year, the public would be demanding transactions cash equal to 
one-third of the annual national income. This is shown graphically in 
Fig. 22.1 where Mi is the transactions money demanded at different 
levels of income (Y). 



Fig. 22.1. Transactions Demand for Money. 


Let us now consider precautionary and speculative demands for idle 
cash assets (M 2 ). These demands, as we know, expand as expectations 
become more uncertain or downright pessimistic and shrink as expecta- 
tions become more favorable. But, given the state of expectations, are 
these demands fixed and inflexible or are they subject to yet another 
influence— that of the rate of interest? Broadly interpreted the rate of 
interest is the yield that may reasonably be expected from the spending 
of investment funds (M 2 ) on securities and on capital goods. Following 
Hicks’s conclusion that investment requires some excess of expected 
yield— including expected capital gains and losses, above the costs of 
investing— it appears that a very low rate of interest is unlikely to en- 
courage investment of idle funds for three reasons. First, a low yield 
may not promise any net gain over investment costs. Secondly, any future 
rise in the rate of interest (yield on securities) will take the form of a 
fall in the prices of existing securities and induce a capital loss that 
further erodes the already low interest yield. Assuming that investors 
have, through experience, reason for expecting interest rates to rise to 
a more normal level within a reasonable time, an existing low rate of 
interest generates a speculative motive for postponing investment 
Thirdly, when the expected rate of interest or return on investment is 
low, uncertainties, whether related to transactions needs or to actual 
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yields which investment may provide, may easily overcome the advan- 
tage of making the investment. On the other hand, higher interest rates 
or investment yields overcome the speculative and precautionary motives 
for holding idle cash ( M 2 ) balances. Speculative motives shrink as higher 
interest yields become available. The reason for this is the lessened 
probability of further substantial increases in interest rates and related 
capital losses on securities. Moreover, with higher investment yields, 
there is a more substantial cushion against future capital losses that 
might occur. Similarly, higher investment yields tend to offset the effects 
of existing uncertainties, and so the precautionary demand for money 
balances tends to disappear with higher rates of interest. 

The relationship between the rate of interest and the demand for pre- 
cautionary and speculative cash balances (M 2 ) is shown in Fig. 22.2 in 
which i is the rate of interest, M 2 is the money demanded for satisfying 
precautionary and speculative motives, and the LP curve represents the 
liquidity preferences at varying rates of interest. 

Under the assumptions about the liquidity preferences (demands for 
M 2 ) shown in Fig. 22.2, it can be seen that at 8 per cent interest the 
demand for M 2 is zero. No idle asset balances are wanted because at 8 



0 

Fig. 22.2. Liquidity Preference Demand 
for Money. 


per cent the expected yield on investment is high enough to overcome 
the costs and risks of investment and any concern over any possible 
capital losses arising from further increases in the interest rate. At lower 
rates of interest some investors prefer to hold at least a part of their 
assets in cash. As the interest rate is moved lower and lower, the demand 
for M 2 becomes larger and larger until at 2 per cent the demand for M 2 
becomes infinitely elastic, i.e., any increase in the money supply or in 
money savings will be swallowed up in idle cash hoards without further 
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reduction in the rate of interest. This situation is called the liquidity trap . 

Changes in liquidity preferences. It is important to remember that 
the speculative and precautionary demands for money balances (M 2 ) 
are not static or fixed as portrayed in Fig. 22.2. Rather they are subject 
to abrupt and substantial changes with changes in economic outlook 
and expectations. When investment expectations become unfavorable, 
liquidity preferences rise and the LP curve moves to the right. The ap- 
pearance of more favorable investment prospects tends to shrink liquidity 
preferences, and the LP curve shifts to the left. The shift of the LP curve 
to the right means, of course, that the demand for M 2 at a given series 
of rates of interest yields is greater than before. A shift to the left means 
the opposite. Sharply adverse expectations tend to shift the LP curve to 
the right, and in the process the horizontal part (the liquidity trap) will 
probably be higher than otherwise. On the other hand, extremely favor- 
able expectations may lower the position of the liquidity trap as risks 
shrink in importance. This is illustrated by the low yields on equity 
securities (common stocks) when unusually high price-earning ratios 
appear among growth stocks. 

The changes in liquidity preferences reflected in the shift in the LP 
curve are shown in Fig. 22.3. LPi represents the demand for M 2 at vary- 
ing rates of interest at a time of average business expectations. LP 2 rep- 



Fig. 22.3. Varying Levels of Liquidity Preferences. 


resents the demand for M 2 at varying rates of interest when expectations 
are markedly poorer. LP 3 represents the demand for M 2 when business 
is prosperous and expectations are very favorable. 

Liquidity preferences and the stock of near monies. In our definition 
of money we include only currency, coin, and net demand deposits on 
the grounds that only these comprise our media of exchange in im- 
mediately spendable form. At the same time, however, there exists a large 
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amount of what is called near money in the form of highly liquid, low- 
risk earning assets available for the public to hold. These include time 
and savings deposits in banks, savings and loan company shares, U.S. 
Treasury Savings Bonds for small savers, and Treasury bills and other 
short-term obligations of the government. Also very short-term obliga- 
tions of business firms of high credit standing may be included in the 
catalogue of near monies. 

Because money itself is the most liquid of all available assets, it stands 
at the head of the list, so to speak, of assets wanted by the public to 
satisfy its need for precautionary and speculative balances. But, because 
of the existence of a wide range of near monies, it is possible to obtain 
and hold assets of almost as high quality and liquidity as money itself 
and still enjoy some modest interest return. The public, therefore, is 
faced with a wide range of asset choices of varying degree of security, 
liquidity, and earning capacity. The appearance of precautionary and 
speculative motives results in a shift from the less liquid, less secure end 
of the spectrum to the more liquid and secure end. Within the limits of 
individual preferences and the available supply of near monies, the 
demand for money itself (M 2 ) is reduced as near monies are used to 
meet the liquidity preferences of the public. To be sure, the reduction 
in the demand for M 2 may be less than it might appear in case the finan- 
cial intermediaries— who create near money by taking in the publics cash 
in exchange for time and savings accounts— are themselves also afflicted 
by abnormal liquidity preferences. 


Questions for Study 

1. Why are changes in the value of money reciprocals of changes in prices? 
Do we have a single index of prices that accurately reflects changes in 
the value of money? 

2. When we use the transactions approach to the demand for money: 

a) What is the nature of the demand? 

b) What two considerations determine the supply of money to be de- 
manded? 

c) What serious gap appears in the analysis of causes .of changes in 
the price level? 

3. How do the transactions demand and the liquidity preference-cash bal- 
ance demand differ? 

4. What are the three motives for demanding money as a store of value? 

5. Which of the three motives is: (a) closely related to the volume of busi- 
ness and the level of prices; (b) affected by changes in business confi- 
dence; and (c) affected by anticipations of changes in interest rates? 
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6. Assume that the price level: (a) has risen 50 per cent; (b) is rising by 
10 per cent per year; (c) is falling. What will be the result in each case 
on the demand for money? 

7. Why are the demands for money different for one individual than for 
another? 

8. Suppose that a national election has put into office persons believed by 
businessmen to be unfavorably disposed toward business. What will tend 
to happen to the demand for money? Why? 

9. With a fixed supply of money, liquidity preferences change sharply. What 
will happen when the demand for money has risen? Fallen? How do the 
changes come about? 

10. Why is the demand for transactions money (M-,) said to be a function 
of the level of income? Is it responsive to changes in the rate of interest? 

11. What is M 2 ? Why is the demand for M 2 interest elastic? 

12. What is meant by the liquidity trap? Why may it exist? 



chapter twenty-three 


THE SUPPLY OF MONEY 
AND THE PRICE LEVEL 


The Equations of Exchange 

In the preceding chapter we considered the nature of the demand for 
money and some of the factors that result in changes therein. We first 
examined briefly the view that the demand for money consists of the 
transactions offered in the market in exchange for money. Next, and in 
considerably greater detail, we explored the view that money is demanded 
as a means of storing up liquid purchasing power over transactions, or 
goods, services, and securities. 

In the study of the factors determining the value of money it is some- 
times useful to bring them together formally into what are known as the 
equations of exchange . These, called the transactions and the cash balance 
equations > provide a method for calling attention to the important forces 
that affect the price level. 
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The transactions equation. The transactions equation, so named be- 
cause of its common use in explaining the application of the transactions 
approach to the demand for money, is: 

MV = PT 


M is the quantity of money, 

V is the average number of times the money is spent in a year’s time, 
MV is the total money spent during the period, 

T is the total quantity of goods, services, and financial instruments 
sold in the market during the year, and 
P is the general or average price level of the items included in T. 

The transactions equation describes the interrelationships existing 
among the quantity of money, its velocity, the quantity of transactions, 
and the level of prices over a period of time. Taken by itself it is entirely 
neutral. It merely states that the money spending side, MV, must equal 
the value of all transactions, or PT. Nevertheless it provides a useful 
though somewhat limited tool for bringing together the immediate 
factors bearing upon the price level. For example, it suggests that an 
increase in M or V or a decrease in T will tend to raise prices; or, a 
decrease in M or V or an increase in T will tend to lower prices. However, 
it has gained most attention from its use as a device for presenting the 
quantity theory of money, which we shall consider later. 

To avoid some of the shortcomings involved in explanations of the 
value of money in terms of the price level of all transactions, one may 
relate the money supply to the prices of final products or real income 
provided by the economic system. This can be done by the use of the 
equation: 

MVi = PR =zNI 
M is the quantity of money, 

V { is the income velocity of money, that is, the number of times per 
year that the average dollar makes the circuit from income to in- 
come again, 

R is the volume of real output of final products in goods and services, 
P is the price level of the real output, and 
PR is the money value of the output and equals money income ( NI ). 

In this equation the money value of final products for a given period of 
time, PR, is equal to the money spent on income, MV*, for the same 
period. One may conclude that since MVi = PR, any change in the money 
side of the equation must result in a corresponding change in the money 
value of the output, PR. Thus changes in either M or in V* must be 
reflected in the volume of the final output, the price level of that output, 
or both. From this, one may further conclude that to the extent that 
income velocity (V<) is stable the level of PR must reflect changes in 
the quantity of money. 
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The cash balance equation. A second method of formally stating the 
relationship between the demand for money and its value is by the use 
of the cash balance equation . This equation is based upon the now 
familiar concept that the reason for demanding money is to hold purchas- 
ing power over goods, services, and other transactions. Consequently it 
takes a form that lends itself to a direct consideration of changes in the 
demand for money arising from changing liquidity preferences of the 
public. This equation may be written: 

M = PKT 

M is the quantity of money, 

T is the annual transactions, 

K is the fraction of the annual transactions that the public requires pur- 
chasing power over in money form, and 

P is the price level. 

Thus, with the supply of money constant, a rise in either K or T, or both, 
will reduce prices; or, a shrinkage of K or T will raise prices. Although 
there is real merit in the above formulation of the cash balance equation 
which calls direct attention to the importance of T in the determination 
of liquidity preferences, it has become conventional to state the equation 
in terms of real income or annual final output rather than in terms of 
transactions. Thus the equation becomes: 

M = KPQ 

M is the quantity of money, 

Q is the annual real output of final products of goods and services, 

K is the fraction of Q over which the public wishes to hold purchasing 
power in money, and 

P is the price level of Q at which the stock of money (M) will pur- 
chase KQ. 

Thus, with M constant, an increase in either K or Q, or both, will reduce 
prices; or a shrinkage of K or Q will raise prices. Whether the cash bal- 
ance equation is expressed in terms of PT (total annual transactions) or 
in terms of PQ (annual income) we know that K , the fraction of either 
T or Q over which the public wants to hold cash purchasing power, is 
subject to sharp and rapid changes with changing expectations of busi- 
nessmen and investors. Because the equation calls direct attention to 
this through the use of K (the fraction of T or Q which the public wants 
its money to buy), it is somewhat more helpful as a tool for exploring the 
causes of short-run changes in prices than is the transaction equation. 
In the latter, changes in liquidity preferences must be inferred from 
changes in velocity. Unlike the transactions equation, which deals with 
the events over a period of time, the cash balance equation expresses 
the relationships existing among the supply of money, the quantity of 
money, and the demand for money at a given point of time. 
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The Effects of Changes in the Quantity of Money 

It is not enough to seek the answer to the question of how the value 
of money is determined when the quantity is fixed. We need to know also 
the probable consequences of a change in supply. It is an important 
characteristic of our society that changes in the supply of money con- 
stantly occur as a result of changes in the supply of monetary gold, 
changes in Treasury currency issues, changes in the Federal Reserve 
Bank credit, and changes in the loans and investments of commercial 
banks. Moreover, in its exercise of monetary policy the Federal Reserve 
System imposes changes in the supply of money. Consequently it is of 
great importance to be able to anticipate the probable results of changes 
in money. 

The quantity theory of money. The quantity theory of money seeks 
to provide an answer to the question just raised. In effect it states that: 
(1) with other things remaining unchanged, a change in the quantity of 
money will result in proportional changes in the price level; and (2) 
in fact, in the face of changes in the quantity of money, other things do 
indeed remain equal, i.e., changes in the demand for money are inde- 
pendent of changes in the quantity of money. This point of view is 
frequently developed with the aid of the equation MV = FT. Using this, 
the quantity theory holds that changes in M cannot cause changes in V , 
since V is determined by public convenience in the use of money, and 
also cannot cause changes in T, since T is determined by the output 
capacity, technology, and industrial organization of the country. There- 
fore it follows that changes in M must result in proportional changes in 
F. 

The quantity theory of money, as stated, rests therefore upon the 
assumptions: (I) of full employment; (2) that the total quantity of 
money spent during a given period of time varies in proportion to the 
quantity of money; and (3) that changes in the amount of money spent 
will not affect the volume of transactions and must therefore cause a 
proportionate change in the price level. 

In support of the proposition that the money spending (MV) will vary 
in proportion to the quantity of money, the quantity theory starts with 
the basic assumption that the existing supply of money is adequate and 
appropriate for the current full-employment output at existing prices. 
It follows, therefore, that an increase in the money supply must disturb 
the previous equilibrium condition. The stock of money is now in excess 
of what is needed. Equilibrium will only be re-established when the 
price level has risen to the point where the new money is needed. The 
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assumption that the price level rather than the output level will rise rests 
on the assumption of full employment conditions. 

The corrective action may be explained in two ways. The first is the 
basis for what is sometimes called the naive quantity theory. According 
to this explanation any increase in money must automatically be spent 
because its holders have nothing else to do with it. But this assumption, 
that an increase in money must automatically result in an increase in 
money spending (MV), seems to require further examination. The 
observed facts are that new money added to the total supply often gets 
into the hands of banks and investors, who are most unlikely to spend it. 
Consequently the naive theory has generally been replaced by a more 
sophisticated view to the effect that the holders of the increased supply 
of money seek investment outlets by reducing the rate of interest. As a 
result, borrowing by business expands and spending of the new money 
takes place in the purchase of capital goods. 

The obvious weakness of the assumptions of the quantity theory, that 
spending varies in proportion to changes in the supply of money, arises 
from the well-known short-run instability in the demand for money be- 
cause of the appearance of liquidity preferences related to speculative 
and precautionary motives. To be sure, when business conditions are 
favorable, an increase in the quantity of money may be attended by a 
corresponding increase in spending. This will be true whenever: (1) the 
investment incentives are strong enough to require only moderate reduc- 
tions in the rate of interest in order to cause the investment spending of 
all of the additional money; and (2) expectations are sufficiently favor- 
able that the necessary fall in the rate of interest will not cause any 
absorption of the new stock of money into idle M 2 balances. Under these 
conditions the quantity theory assumption that total expenditure rises 
in proportion to increases in the quantity of money is fulfilled. 

But when liquidity preference demands for M 2 appear before the rate 
of interest can fall far enough to cause new investment to absorb all of 
the new money, some of the new money will be diverted into idle liquidity 
preference balances, and the quantity theory assumption breaks down. 
In such a case the level of expenditures might increase but in an amount 
less than in proportion to the increase in money. Worst of all, when 
weakness in investment incentives require extremely low rates of interest 
in order to induce the investment; of the increased money supply, there is 
the possibility that such a rate would have to fall below the liquidity 
trap rate of interest, and the new money would simply be hoarded. 

The above alternative possibilities in respect to the effects of an 
increase in the money supply on total expenditures are illustrated in 
Fig. 23.L 



364 


THE DEMAND FOR MONEY, INCOME, AND THE PRICE LEVEL 



A B 


Fig. 23.1. Three Possible Interest Rote and Investment Adjustments under 
Varying Liquidity Preference and Investment Demand Conditions. 

(Given an increase in the quantity of Money = OM n .) 

Part A of Fig. 23.1 represents the investment demand for the new, 
increased money ( OM n ) appearing in the loan market. When investment 
demand is strong, it may be represented by Id 0 ~Id 0 - When business pros- 
pects are only moderately good, the investment demand is represented by 
Idi-Idi. When business prospects are bad, investment demand is Id 2 -Id 2 . 

Part B represents the now familiar liquidity preference curves. LPi is 
the liquidity preference demand for money, at different rates of interest, 
when anticipations are relatively favorable. Until the rate of interest falls 
to 4 per cent no Af 2 is demanded. Where liquidity preference demand for 
holding money is infinite, the liquidity trap rate of interest is 2 per cent. 
The curve LP 2 represents liquidity preference demand for money when 
the speculative and precautionary motives are strong. When the rate of 
interest falls below 6 per cent, some M 2 is absorbed into idle balances. 
The liquidity trap rate of interest is 3 per cent. 
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Again referring to Fig. 23.1— when business is good (investment de- 
mand is at Ido-Ido), the new money supply will all be taken for invest- 
ment at 8 per cent. All will be expended and none hoarded and the 
quantity theory assumptions apply. But when business conditions are 
but moderately good and the investment demand is at ldi-Id ly the rate 
of interest would have to fall to 3 per cent in order for the new money 
to find its way entirely into investment expenditures. But at 3 per cent 
a substantial part of that money would be absorbed in idle M 2 balances. 
Therefore the rate of interest would not fall to 3 per cent but might 
come to rest at 3.4 per cent. At this point the new money would be 
absorbed by a combination of new investment (a) and liquidity prefer- 
ence ( b ) balances. Finally, when investment demand is very weak, 
represented by Id 2 -ld 2 , and the level of liquidity preferences is repre- 
sented by LP 2 with a liquidity trap at 3 per cent, all of the new money 
will be trapped and none will go into investment. 

The second basic assumption of the quantity theory is that changes in 
money spending will not change the volume of transactions and, there- 
fore, must cause a corresponding change in the level of prices. Regardless 
of the possible validity of this assumption in the long run, it is clearly 
unrealistic in the short run. We know, for example, that within the span 
of the business cycle, the volume of output, employment, and total 
transactions may change substantially with changes in the level of money 
spending. 

Because the quantity theory assumes that money spending must vary 
with the amount of money, and that the level of transactions is not 
affected by changes in money spending, it is entirely unable to give a 
satisfactory answer to the question of what short-run results may be 
expected from a change in the supply of money. 

The long-run applications of the quantity theory. We can readily 
understand why the modem economist, concerned with the urgent 
short-run problems of economic and monetary stability, has rejected the 
quantity theory as a tool for grappling with short-run monetary and 
economic problems. Does it necessarily follow that the theory has no 
useful application to the problems of the present-day world? To best 
understand the quantity theory and the appropriate area for its use, 
one must remember that it was the product of the economic thinking 
of a time when concern was mainly directed at problems of long-run 
equilibrium. Full employment was assumed to be the normal state of 
affairs, with temporary fluctuations of a cyclical nature occurring about 
that norm. Consequently, economists, who were not particularly con- 
cerned with cyclical phenomena, looked at the long-run rather than at 
the short-run effects of changes in the supply of money. Not being con- 
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cemed with cyclical effects, they sought answers to the questions of the 
causes for such long-run changes in the price level as the decline in prices 
during the period 1873-1896 and the rise from 1896-1920. For this 
purpose the quantity theory was admirably suited. It revealed what might 
be expected to occur should the supply of money increase faster or more 
slowly than the increase in transactions and output. If money increases 
faster than transactions, prices will rise. When money fails to grow as 
fast as transactions, prices will fall. Nor did it put an undue strain upon 
credulity to hold that, in the long run, changes in the quantity of money 
would not affect its velocity. The quantity theory, therefore, though 
discredited as a short-run analytical device, has provided the only satis- 
factory tool for coming to grips with the problem of long-run changes in 
the level of prices. Its application is particularly pertinent in connection 
with the problems of war and postwar inflations. It calls attention to the 
importance of the quantity of money at a time when concern about 
income fluctuations has tended to obscure the need for monetary control. 

Applying the principles of the quantity theory, then, we may conclude 
that if the total output of the economy continues in the future to maintain 
a rate of growth of about 4 per cent per year, inducing a similar growth 
in transactions requiring the use or the holding of money, the maintenance 
of long-run stable prices appears to call for an average annual rate of 
increase in the quantity of money of about 4 per cent. This conclusion 
would, of course, have to be modified somewhat should there develop 
some long-run changes in liquidity preferences that lead to long-run 
changes in the velocity of money. In contrast, a failure of the money 
supply to match the rate of growth in transactions associated with the 
growth of output will tend to result in long-run price deflation. Similarly, 
should the supply of money increase faster than the growth in output, 
inflation of prices will result. 

Even though the rate of increase in money kept pace with the secular 
growth in output and transactions, there would still be reasons to suppose 
that short-run changes in velocity or liquidity preferences would induce 
short-run price instability from time to time. However, some interesting 
attempts have been made to establish by statistical comparisons that an 
increase in the money supply that matched the rate of growth might pro- 
vide short-run as well as long-run price level stability. These attempts have 
taken the form of comparing cyclical changes in the velocity of money and 
the volume of transactions. To the extent that these changes occur with 
approximately the same timing and magnitude, they tend to cancel each 
other out and make possible the conclusion that even cyclical changes in 
prices are actually the result of changes in the quantity of money. In such 
a case, stabilizing the supply of money to correspond to the rate of 
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growth of the economy might well provide short-run as well as long-run 
stability in prices . 1 


Questions for Study 


1. In the transactions equation MV = PT, what is the demand for money? 
What is the demand for money in the cash balance equation M = PKT ? 

2. What does the transactions equation actually say? What does the cash 
balance equation say? In what sense are they different? How are they alike? 

3. Assume that the quantity of money increases because of some action on 
the part of the Federal Reserve Banks: 

a) What results would one expect if the naive form of the quantity theory 
of money were applicable? 

b) What results does the more sophisticated version of the quantity the- 
ory lead one to expect? 

c) Under what circumstances may the results expected from the quan- 
tity theory of money not materialize? 

4. What are the assumptions of the quantity theory of money in respect to 
V? T? Why are these assumptions more applicable in the long run than in 
the short run? 

5. Examine Fig. 23.1. 

a) Under what conditions is the sophisticated version of the quantity 
theory valid? 

b) When the investment demand for new money is represented by 
Id x -Id l9 and the demand for M 2 is represented by LP l9 what will 
become of the new money (M n )? 

c) What is the effect of an increase in money (M n ) when depression 
moves the investment demand for it leftward to Id 2 -Ido and the de- 
mand for M 2 is represented by LPo? 

6. Why is the quantity theory of money useful for explaining long-run or 
secular changes in the level of prices? Does it provide any guide to proper 
monetary policy aimed at long-run price stabilization? 

7. If an increase in the quantity of money should generate a proportional in- 
crease in the rate of expenditure (MV), why are the effects on the level of 
prices uncertain? 


1 Cf. Carl Snyder, “The Problem of Monetary and Economic Stability/' The Quar- 
terly Journal cf Economics , February 1935. Also Cf, Clark Warburton’s belief that if 
the volume of bank reserves is allowed to increase at a rate corresponding to the rate 
of economic growth, the dangers of depression and inflation would be largely avoided. 
Remarks at the meeting of the Committee on Economic Policy, Chamber of Com- 
merce of the United States, Washington, D.C., February 27, 1953. 
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CHANGES IN MONEY, 
INCOME, AND THE PRICE LEVEL 


Money Supply and the Income Level 

The central goal of monetary study is to discover: (1) the determinants 
of changes in money expenditure; and (2) the effect of those changes on 
the level of income. The quantity of money available for spending is 
determined, as we learned earlier, by: (1) the Treasury and central bank 
actions which determine the quantity of bank reserves; and (2) the 
utilization of those reserves by the commercial banking system for the 
extension of credit and the creation of demand deposit currency. 

Given the quantity of money, money expenditure (MV), depends upon 
the velocity of money. This, in turn, depends upon the transactions de- 
mand and precautionary and speculative motives for holding money. We 
have seen that the short-run variability of precautionary and speculative 
motives makes unsatisfactory attempts to explain short-run changes in 
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the level of money expenditure by the use of the quantity theory of 
money. Consequently attention must be focused upon the more direct 
causes of expenditure if changes therein are to be understood. This ap- 
proach probes beneath the mere recital that liquidity preferences change 
and comes to grips with the underlying causes affecting expenditures and 
the accompanying changes in employment and income. In this manner 
of analysis the assumption is first made that the supply of money avail- 
able for spending is flexible. Later this assumption is modified to deal 
with situations in which the monetary authorities regulate and limit the 
money supply. 

Changes in the Level of Money Spending 

Because the level of money incomes and the output that represents 
such incomes are directly related to the spending of money for the final 
products of the economy, we must discover, if we can, the manner in 
which the level of such money spending (MV,) is determined. Specifi- 
cally, we need to discover why short-run changes in the quantity of bank- 
created money and changes in the public’s demand for money actually 
come about. This can only be discovered by examining the causes of 
expenditures. 

There are three- basic sources of money expenditures: ( 1 ) consumption; 
(2) investment in capital goods; and (3) government. This may be 
conveniently expressed in the simple equation: 

C -j - 1 + G = Y 

where C is money spent on consumers’ goods, 

I is money spent on production of capital goods, 

G is money spent by governments, and 
Y is total income resulting from these expenditures. 

We may begin by examining each of these three types of expenditure. 
Their determinants, when combined, become the determinants of the 
level of money income. 

Consumption expenditures. The largest single type of expenditures 
are those of consumers. Consumption expenditures depend primarily 
upon, and are limited by, the current level of personal disposable in- 
comes. They may also be augmented by borrowing. Furthermore, the 
level of consumption expenditures is affected by the public’s attitude 
toward saving. Whenever, for any reason, it decides to consume a larger 
fraction of its current income and to save a smaller fraction thereof, 
consumption expenditures rise. Conversely, with a given level of income, 
should the public decide to save a larger fraction, consumption expendi- 
tures fall. Thus we see that any change in the public’s saving habits. 
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sometimes called the average propensity to save , will alter the level of 
consumption expenditures. Regardless of any tendency toward long-run 
stability in the average propensity to save that may appear, experience 
shows that in the short run the publics pattern of spending and saving 
habits are subject to considerable variations. Consequently, changes in 
consumption expenditures, arising from changes in the public’s average 
propensity to save, have sometimes been important sources of income 
instability. 

The relationship of consumption to disposable income, known as the 
consumption function, is illustrated in Fig. 24.1. If all disposable income 



Fig. 24.1. The Consumption Function: Relationship of 
Consumption to Income and Saving to Income. 

were consumed, the line C-C would coincide with the 45-degree line, 
and the average propensity to consume would be 1. In such a case nothing 
would be saved. A more probable case, however, is one where C-C cuts 
the 45-degree line as shown. At any level of income greater than oy°, 
consumption is less than disposable income. When income is less than 
oy°, consumption exceeds income and saving is negative. The line S-S 
represents savings at various levels of income and is the difference be- 
tween income and consumption. If we assume that consumers decide 
to increase the share of income spent on consumption and save less, the 
effect is to lift the C-C curve above its original level to C-C'. Since the 
rate of saving is the difference between income and consumption, the 
S-S line is correspondingly shifted downward to S -S'. 

The volume of investment expenditures; profit expectations. The 
second major component of money expenditures is investment . Invest- 
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ment consists of the spending of money for the purchase of new capital 
goods. These capital goods may be of a durable sort (tools, equipment, 
or buildings) or may be short-lived (merchandise and raw materials). 
Any investment, therefore, causes a flow of money income into the hands 
of the owners of the factors of production used in making capital goods. 

Entrepreneurs will invest in capital goods only when they anticipate 
that their actions will result in some gain. The decisions to invest rest 
upon two basic considerations. First, what profits, in the way of net yield 
over depreciation and operating costs, can be expected from the invest- 
ment? This expected profit, or marginal net yield on the cost of the capital 
good, is known as the marginal efficiency of capital , 1 * * Secondly, what are 
the costs of obtaining the use of the capital, that is, the rate of interest 
in the market, and the difficulties of obtaining funds? 

The profit or net income that is expected from a new investment out- 
lay depends upon a number of things. First, the magnitude of the income 
expected from a given investment, as well as the length of time that the 
income will continue, will depend in part upon the absolute efficiency 
of the capital good and its durability or its expected life. Thus, inventions 
of more efficient tools and machines and new lay-outs requiring new 
capital expenditures increase the expectation of profits from marginal 
or new investment. Likewise, invention of new products creates new 
and profitable outlets for investments. This is important because the 
incentive to invest is related primarily to the expected profit from new 
investment. Secondly, profits from new investment reflect the operation 
of the law of variable proportions or diminishing productivity. Conse- 
quently, when capital is relatively scarce in comparison with other 
factors of production, profits from investment tend to be high. Thirdly, 
profits expected from new investment— and hence, investment decisions— 
are affected by the movement of prices. Rising prices that are expected 
to continue for a time tend to increase profit expectations because costs 
generally lag behind the price changes. On the other hand, falling prices, 
with lagging costs, diminish and for a time may cause a complete dis- 
appearance of prospects of net earnings from new capital investment. 
Particularly sensitive to price changes is the incentive to invest in inven- 

1 Keynes describes the marginal efficiency of capital as the "relation between the 
prospective yield of a marginal capital asset and its supply price or replacement cost.” 
This may be described roughly as the rate of interest at which the present values of 
the series of expected annuities throughout the life of the capital good would just 
equal the cost of the capital good. For example, if an investment in a machine is ex- 
pected to produce an annual net income of $500 over a life of four years and the 
machine costs $1,000, the marginal efficiency of capital can be computed by solving 

for r (rate of yield) in the equation: 

$500 , $500 $500 $500 

(l + r) + (l+r)2 + (l + r)« + (1+r) 4 


$ 1,000 = 
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tories. Fourthly, investment profit expectations are increased by rising 
consumer demand for final products. Consequently the increase in con- 
sumer income and expenditure which occurs during periods of prosperity 
encourage investment. Fifthly, when rising income leads to increased 
sales, business finds need for larger inventories and, eventually, more 
productive capacity, both requiring added investment. This increase in 
investment results from what is known as the acceleration principle. 
Finally, during periods of business prosperity, expectations may be so 
stimulated that speculative investment is pushed to levels higher than 
are justified by real conditions. 

The cost of new investment. The second basic consideration affecting 
the incentive to invest is the cost of obtaining funds— that is, the rate of in- 
terest. Whether paid to the purchaser of securities or to the entrepreneur 
himself for the use of his own funds, the interest rate constitutes a cost 
of making new investments that must be deducted from the expected 
net yield on the capital in order to determine whether or not that invest- 
ment is likely to be worthwhile. Clearly, new investment will not be 
pushed beyond the point at which the expected marginal yield is no 
more than the interest cost. Actually, because of the high degree of 
uncertainty attached to profit expectations, businessmen normally insist 
upon a wide margin of expected profit over the interest cost of obtaining 
investment funds. Consequently it is often held that changes in the 
market rate of interest are not very significant in determining investment 
decisions, except in the case of industries involving large quantities of 
long-life capital investments. In many cases, as we shall see later, the 
decisions to invest are more likely to be affected by the changing oppor- 
tunity to obtain funds, rather than by changes in the interest cost itself. 

The response of investment to different rates of interest, called the 
investment function , or investment demand schedule , is pictured in Fig. 
24.2. The I-I curve slopes down and to the right in the manner of the 
typical demand curve. It reflects the combined marginal efficiency of 
capital curves of the individual business investors. At higher rates of 
interest less investment will take place than at lower rates. One may also 
readily see the effects on the investment demand schedule of a change 
in profit expectations. An improvement in expectations pushes the curve 
to the right (I'-T), showing that for a given series of interest rates more 
will be invested than before. A fall in expectations of profits moves the 
curves to the left ( l" -l " ) . 

The scope of the term investment . Investment is the spending of 
money to obtain new capital goods. This spending of money may take 
several directions. First, the term investment is often limited to money 
expenditures for net additions to the capital supply. Secondly, a great 



CHANGES IN MONEY, INCOME, AND THE PRICE LEVEL 


373 



Fig. 24.2. Investment Demand Schedule. 


deal of money is expended by business for replacing capital equipment 
that has become obsolete and worn out. Thirdly, investment includes net 
foreign investment which is equal to the net excess of exports of goods 
and services over imports. For the purpose of examining the determi- 
nants of total expenditures in the economy, it is best to fix our attention 
upon the total investments, or the sum of investment for net additions 
and capital replacements as well as for net foreign investments. Total 
investment, or gross investment, therefore, will be our main concern here. 

Government expenditures. In the days of modest government activity, 
when taxes were approximately equal to expenditures, it was not particu- 
larly important to give consideration to the role of governments in the 
total expenditure picture. Today, when government expenditures, Fed- 
eral and others, absorb over one-fifth of the Gross National Product, the 
case is different. 

The magnitude of government expenditures is, in general, determined 
by considerations other than the profit expectations that govern private 
investment. Public policy, translated into action, determines the amount 
of government spending. Unlike investment decisions of private investors, 
government expenditures are unlikely to change markedly with changes 
in business expectations . 2 Instead they respond to such things as threats 
to national security and the needs of the public for services provided 
only by the government. 

Because of the essentially noncyclical behavior of normal government 
expenditure, we shall at first omit consideration of it in our search for 


2 To be sure, local government units often feel able and obliged to embark upon 
the building of schools and the making of other local improvements in times of pros- 
perity, when funds can more readily be raised and public support enlisted. 
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the economic determinants of short-run changes in income, output, and 
prices. 

The Sources of Funds for Expenditure 

The flow of money income depends upon the flow of money expendi- 
tures; changes in money income, accompanied by changes in output, 
employment, and prices, arise because of changes in expenditures. Our 
next question is to inquire how and why expenditures change. 

Money expenditures can be made with funds arising from four sources. 
The first of these is current income. Secondly, previously accumulated 
cash balances (M 2 ) may be spent. Thirdly, commercial banks may ex- 
pand the spendable funds by expanding loans and investments. Fourthly, 
the government may print new paper money and monetize new gold 
stocks. Although lags exist between receipt of income and the time for 
convenient expenditure, under ordinary conditions these will even out 
so that, in a sense, the equivalent of today s money income is available 
for expenditure tomorrow. Whenever current expenditures are equal 
to the current income that precedes it, no more and no less, the flow of 
money income continues at a stable level. But should current money 
expenditures for some reason rise above the pre-existing income, the 
level of income rises. Also, should current money expenditures fall below 
the income from which the funds expended were derived, the result is 
bound to be a decline in the money income flow by the amount of the 
deficiency. 

How does it happen that expenditures can rise and fall without a 
previous rise or fall in incomes? The answer may readily be seen by 
assuming that the events of the economic world take place in a series of 
very short intervals, so that the income of one period or “day’’ ’ cannot 
be spent until the next period or “day.” Thus, yesterday’s expenditures 
create yesterday s income which can be spent today. Today’s expendi- 
tures create today’s income that can be spent tomorrow. Thus it may 
readily be seen that tomorrow’s expenditures may be: (1) the same as 
today’s income; (2) less than today’s income; or (3) greater than today’s 
income. It can be less than today’s income by the simple expedient of 
“hoarding,” or not spending a part of today’s income. It can exceed 
today’s income either by dishoarding or using funds accumulated and not 
spent at some earlier period, or by borrowing newly created funds from 
commercial banks. 3 * * & 


3 This device of using successive periods is presented by D. H. Robertson in his 

article “Saving and Hoarding,” which first appeared in the Economic Journal , Septem- 

ber 1933 and is reprinted in his Essays in Monetary Theory (London: P. S. King 

& Staples, Ltd., 1940), pp. 65-82. 



CHANGES IN MONEY, INCOME, AND THE PRICE LEVEL 


375 


Saving and Investment 

To keep our example simple we shall for the time being ignore the 
role of government receipts and expenditures and fix our attention upon 
the private sector of the economy. Here private households and businesses 
receive incomes and make expenditures. The total net income flowing 
to private income receivers and to business during a given period repre- 
sents the end value of the total goods and services produced and sold. 
If the flow of income and expenditures is divided into separate “days,” 
as suggested before, yesterday’s income, arising from yesterdays ex- 
penditures, can today either be spent or not spent. If it is spent, it con- 
tinues to appear again as income. If it is not spent, and consequently does 
not continue in the income stream, income falls. 

The total income comes into the hands of private income receivers or 
households in the form of wages, rents, interest, and dividends on 
corporate stock, and into the hands of business firms as funds for the 
replacement of capital goods used up in the process of production 
(depreciation), and as corporate profits and other income not distributed 
to stockholders. The personal income receivers may spend all of their 
incomes on current consumption or they may save a part. Because busi- 
ness firms do not consume undistributed profits, one can say that undis- 
tributed business profits plus depreciation allowances set aside from 
current receipts are saved , that is, they are not spent on consumption. 
Because there are but two kinds of spending in the private sector of the 
economy, consumption and investment, and since consumption spending 
automatically accounts for the expenditure of income that is not saved, 
a discrepancy between yesterday s income and today’s expenditure can 
only arise in the saving and investment areas. 4 Therefore, whenever the 
savings out of yesterday’s income are not absorbed or spent on today’s 
investment, total money expenditures are less than yesterday’s income, 
and the level of income falls. When today’s investment spending is 
greater than savings out of yesterday’s income, total expenditures and 
income rise. When today’s investment spending is exactly equal to savings 
out of yesterday’s income, total expenditures equal yesterday’s income 
and the income flow continues stable. 

Figures 24.3 and 24.4 illustrate the process by which inequality of 
savings and investment results in changes in money spending and in the 
income level. The time is divided into periods, the equivalent of our 
“days,” in which the income of each is derived from the combined spend- 
ing on consumption and investment. 


4 We may assume that any particular consumers who borrow to expand consump- 
tion beyond their current income are merely reducing the net volume of saving. 
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Fig. 24.3. When Investment Exceeds Savings and Money Income Rises. (Assuming 
investment in each period as $350 and saving as 25 per cent of income.) 


Thus, letting S represent the rate of saving and I the rate of invest- 
ment, one may say that the following relationships are true: 

If I > S, income rises. 

1 = 5, income is stable. 

I <S, income falls. 


Planned vs. Unplanned Savings and Investments 

Our preceding discussion of savings and investments showed how 
inequality of the two generates changes in the level of income. Based 
upon the period analysis, today's expenditures determining today's in- 
come may be the same as, more than, or less than yesterday's income. 
As the terms are used in this connection, savings and investments are 
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PERIODI 

Income $ 1000.00 




PERIODII 


PERIODHI 


Fig. 24.4. When Saving Exceeds Investment and Money Income Falls. (Assuming invest- 
ment in each period as $150 and saving as approximately 25 per cent of income.) 

sometimes described as being planned. This is to distinguish them from 
what are sometimes known as unplanned savings and investments. 

Unplanned savings and investments. When one tries to observe what 
is actually happening to savings and investments by taking statistical 
measurements of the two, the rather surprising fact emerges that they 
appear always to be equal . 5 This is true whether income is rising, falling, 
or remaining stable. Does this mean that our analysis based upon their 
inequality is faulty? The answer is clearly no. When statistical measures 
are applied to the income data for a given period, it inevitably appears 
that (omitting governmental transactions) total income minus eonsump- 


Utilized 


7 * 

Expenditures / 

'*^ >kfc For Saving $250.00 

/ 

For Consumption $ 7 50.00 

■ 1 

New Investment 1 50.00 

Cash Hoard $ 100 00 

Resulting Income $900.00 

Repayment of Bank Loan 


Utilized 


Expenditures 

For Consumption $675.00 
New Investment 150.00 
Resulting Income $825.00 


For Saving $225 00 



Cash Hoard $75.00 
Repayment of Bank Loan 


5 This is true when it is assumed that government taxes and expenditures are in 
balance. In case government expenditures exceed taxes, the statistical measure of sav- 
ings will exceed investment by the amount of the government deficit. 






378 


THE DEMAND FOR MONEY, INCOME, AND THE PRICE LEVEL 


tion expenditures equals savings, while, at the same time, total income 
(in values of real output) minus consumption equals the accumulation 
of unconsumed goods remaining from current income. This accumulation 
is counted as investment. Hence, for purposes of statistical measurement, 
savings and investments are necessarily the same thing and therefore 
equal. How, then, may this use of the terms savings and investments be 
harmonized with our previous usage, which we called planned savings 
and investments ? 

The discrepancy between these two usages of terms may easily be 
resolved by a simple example. Let us suppose that planned investment- 
money spent today for the purpose of increasing the stock of capital 
goods— is smaller than the planned savings provided out of yesterdays 
income. In such a case, part of the goods produced yesterday in the 
process of creating yesterday’s money income will remain unsold. Con- 
sequently the statistics will show that out of yesterday’s output and 
income, goods will accumulate in amounts equal to the amount saved 
(not consumed). Part of this accumulation is accounted for by the 
planned investment. The remainder, equal to the difference between 
savings and planned investment, simply pile up as unsold inventories. 
Consequently this part of the accumulation of goods is unplanned in 
that the producers are caught with unsalable inventory. They did not 
plan or intend to become holders of additional goods; therefore, the 
term unplanned investment applies. At the same time income declines by 
an amount equal to the cost of the unsold goods. 

The opposite situation arises when today’s planned investment ex- 
penditures exceed yesterday’s supply of planned savings. In this case 
businessmen either draw upon idle cash, their own or that of others, or 
borrow newly created money from the commercial banks. Only in this 
way can investment expenditures exceed the savings. But as these ex- 
penditures are made, they immediately become a part of the cash bal- 
ances held by the general public. Such increased cash holdings are a 
kind of unplanned savings in the hands of the current holders of money. 
Added to the planned savings that preceded the investment, the sum 
must equal the total investment. 


The Role of Government in the Determination of Income 

So far in our analysis of the determinants of changes in income we 
have confined our attention to the effect of inequalities in planned savings 
and investments. It is now time to broaden our point of view somewhat 
to bring in the role of government. 

Government expenditures make up a substantial part of the total 



CHANGES IN MONEY, INCOME, AND THE PRICE LEVEL 


379 


income-producing expenditures of the economy. Likewise, government 
tax revenues constitute an equally important deduction from the income 
available for consumption and for investment uses. Therefore we need 
to combine the effects upon income resulting from government taxes and 
expenditures with those caused by planned savings and investments. 

There are two main avenues of withdrawals from the flow of money 
income. These are taxes and planned saving. On the other hand there 
are two main channels through which these withdrawn funds find their 
way back into the income stream. These are government expenditures 
and planned investment. Therefore it becomes necessary to expand our 
earlier proposition that inequality in planned savings and investment 
generate income changes, and substitute the statement that whenever 
combined planned savings and taxes are unequal to combined invest- 
ment and government expenditures, changes in income will result. Should, 
for example, a rise in saving or an increase in taxes reduce consumption 
expenditures without a corresponding rise in investment and government 
spending, income must fall. On the other hand, should a fall in planned 
savings or a fall in taxes cause an increase in consumption expenditures 
without correspondingly reducing planned investment and government 
expenditures, incomes will rise. Letting G represent government ex- 
penditure and T represent taxes, this may be expressed as follows: 

If I -f G > S + T, income rises. 

I -f G = S + T, income is stable. 

I -f G < S + T, income falls. 

We have seen how the income flow 7 is shifted upward or downward by 
an inequality between savings, plus taxes, and investment, plus govern- 
ment expenditures. Although we know the direction of the changes in 
income that will be induced by a given difference between these two 
important magnitudes, as yet we have no clue to the amount of the 
changes that will be generated. This is true whether the inequality is 
momentary, arising in a single instance during one income period, or 
is the result of a shift in the level of these magnitudes. To discover the 
factors that determine the amount of income changes to be expected, we 
must turn to the concept of the multiplier. 


The Multiplier 

The multiplier refers to the relation between the expenditure of a 
given amount of money and the amount of money income generated by 
that expenditure. The operation of the multiplier may most easily be 
understood by assuming at the start that the economy is in balance, with 
the rate of investment plus government expenditures just equal to the 
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rate of saving and taxation. Under these conditions let us now inject a 
“lump” of additional money expenditures, either through private invest- 
ment or government spending, and observe the results on the flow of 
money income. In order for this new lump of expenditures to be made, 
business or the government, as the case may be, must get the money to 
spend. There are two sources that may be tapped. First, funds may be 
withdrawn from idle cash balances accumulated in the past. In the case 
of business these accumulations may consist of business savings, depreci- 
ation allowances, and cash obtained by past inventory reductions. In the 
case of government they consist of unexpended tax revenues from the 
past. Moreover, both business and government may borrow past cash 
accumulations held by individuals and institutions awaiting favorable 
loan outlets. The second source of funds for the new expenditures is an 
expansion of money through borrowing at commercial banks. It is clear 
that the new lump of expenditure, the consequences of which we propose 
to trace, must bring into active income circulation either money previously 
hoarded or newly created bank credit money. It will simplify our dis- 
cussion to refer to this money used for expanded expenditure as new 
money. It is new money so far as the existing active income circulation 
is concerned. 

The expansion of income. New income arises directly out of the ad- 
ditional lump of expenditure that we are considering. For example, if 
the new expenditure is $1 million, the persons and firms hired to furnish 
the goods and services purchased will receive $1 million in new income. 
But this income is not the end result, for, as we have already learned, the 
income of one period, when spent, provides the basis for the income of 
the period to follow. Therefore, the subsequent spending of the first 
round of income generates income for the next round. 

Let us first assume that the receivers of income generated by the new 
lump of spending spend all of their additional income on consumption 
and save nothing. In such a case the income flow would be permanently 
increased by the injection of the new lump of spending. The amount of 
the increase, measured in terms of annual income flow , would then be 
determined by the income velocity of the money newly injected into the 
income circuit. To refer to our illustration again, the $1 million lump 
of increased spending would increase the annual income flow by $1 
million multipled by the income velocity of money. If income velocity 
were 3 per year, the annual flow of income would be increased by $1 
million times 3, or $3 million. So long as the receivers of this $3 million 
additional annual income continued to spend it all on consumption, and 
the income velocity of money continued to be 3, the annual flow of 
income would continue to be $3 million higher than when we started. 

Unfortunately this happy result cannot in fact be expected. The 
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reason lies in the unreality of our assumption that all new income is 
spent on consumption. 

Savings as leakages arising out of increased income. Let us now 
make the more realistic assumption that instead of all additional income 
being spent on consumption, part of it will be saved by the receivers. 
These savings, involving the withholdings of cash from the newly gen- 
erated income stream, consist first of the personal savings of individuals. 
These savings may be held as money or as deposits in savings banks, or 
they may be invested in securities, used to pay premiums on life insur- 
ance, or used to retire debts. In any event, they constitute a net reduction 
in the new income flow that we are considering and will not re-enter the 
income stream without new additional investment spending. Secondly, 
savings include the net earnings of corporations that are not distributed 
to stockholders . 6 These savings, then, are net deductions from the in- 
creased income flow generated by the original lump of added expendi- 
ture. Because we are tracing only the direct consequences of the added 
expenditure upon the income flow, we cannot take for granted that these 
savings will automatically be reinstated into the income stream by newly 
added investment. Instead, the important point is that, if the flow of 
income is to be maintained, additional investment spending must take 
place to utilize the savings arising out of the increased income. Whether 
or not new increased investment will actually be induced— by the im- 
proved profit prospects arising from increased income or by a fall in 
the rate of interest as savings increase— will depend upon the existing 
state of business expectations. If expectations are bright, induced invest- 
ment will appear readily; if gloomy, induced investment may not occur . 7 

Uninvested savings arising out of new income, then, are an important 
source of leakage that limits the expansion of income generated by a 
given increase in spending. It is important, therefore, to know something 
of the fraction of marginal increments of income that will be saved. This 
fraction, called the marginal propensity to save , may be studied histori- 
cally and the results used as a basis for forecasting future behavior. Be- 
cause habitual living standards constitute a first claim upon one's income, 
it seems probable that a rise in income will lead to increased saving, and 
a drop in income will reduce it. It is sometimes held that short-run 
changes in income are likely to result in more than proportional short- 


6 Corporation depreciation fund accumulations can be disregarded on the grounds 
that business maintains its capital intact by regularly replacing worn out plants and 
equipment. When it fails to do so, the cash accumulated represents disinvestment. 

7 D. H. Robertson suggests that the very appearance of new savings, arising out of 
expanding income, will stimulate investment by enabling business firms to use their 
own accumulated savings to increase investment without increasing indebtedness. 
Cf. his “Thoughts on Meeting Some Important Persons,” Quarterly Journal of Eco- 
nomics, May 1954, p. 189. 
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run changes in saving. The fact of the matter is that the marginal pro- 
pensity to save actually shows a good deal of short-run or cyclical insta- 
bility. Therefore, attempts to predict the effects of short-run income 
changes upon savings are likely to prove unreliable. This is unfortunate 
because it lessens the usefulness of the multiplier concept as a tool for 
quantitative predictions concerning the income effect that can be ex- 
pected to follow a given increase in expenditure. 

Other leakages. Besides increased savings there are other traps that 
catch and absorb the new money as it proceeds on its appointed income- 
creating rounds. One of these is the tendency for a rising level of income 
to attract an increased amount of imports. This causes some of the new 
money to fall into the hands of foreign banks representing the foreign 
sellers, and until spent for exports effectively removes it from the income 
stream. 8 Also, as incomes rise there is an automatic tendency for tax 
revenues also to rise. Increased tax receipts not matched by increased 
governmental expenditures absorb into Treasury balances part of the 
new money responsible for the rise in income. 

The effect of leakages on income flow. What, then, are the effects of 
these leakages of money out of the income stream through increased 
savings, imports, and taxes? Clearly, as part of the money in the new 
income stream is sidetracked into cash hoards of savers, foreign bankers, 
or the Treasury, the flow of income must inevitably decline in each suc- 
ceeding round. Eventually all of the new cash put into the income stream 
by the initial lump of spending will have leaked away into idle cash 
balances, and its power to generate additional income will have disap- 
peared. The total amount of new income that will be generated will 
depend upon the size of the leakages. Thus, should the leakage average 
one-third, we know that by the time the new income has amounted to 
three times the initial input or lump of spending, the original new money 
involved will have all leaked away into idle balances. 

The length of time before the leakage becomes complete is of course 
considerable, for the total resulting income is the sum of a descending 
series of amounts. If the leakage is one-third, the new income generated 
by spending a new dollar will be $1 -f $.66% 4- $.44% + . . . ultimately 
reaching a total of $3. In this case the multiplier is three, because one 
new dollar spent will generate $3 in income before the leakages absorb 
it. Should the leakage be one-fourth instead of one-third, the multiplying 
effect of added spending would be four, since a new dollar put into 
active circulation by a lump of expenditure will not disappear into idle 
cash balances until an additional $4 worth of income has been generated. 

8 Because investment as used includes both domestic and net foreign investment and 
the latter consists of the excess of exports of goods and services, this leakage is actu- 
ally a corresponding reduction in investment. 
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In this case the new income generated by the dollar of new spending 
would be $1 + $.75 -f $.56% 4- ... or a total of $4. Thus we see that 
the multiplier is the reciprocal of the rate of leakage. 

The multiplier effect applied to a succession of lumps of new spending. 
The same analysis can be applied to a series of lumps of new spending 
or to an addition to the rate of spending. Let us again start with the as- 
sumption that the existing rates of saving and taxation are equal to exist- 
ing rates of investment and government expenditures. When the rate 
of investment and government expenditures is increased, it can be fi- 
nanced only by drawing upon past accumulations of money balances 
and new money created by commercial bank credit expansion. Each lump 
of new, increased spending generates a declining series of new income 
payments. As the series of new lumps of expenditure are continued, the 
total flow of income will rise to that point at which the leakages from the 
rising income flow just equal the new money being injected by the new 
spending. If the new spending inputs of money are at the rate of $1 
million per month, and the leakages are one-third, then the level of 
income can rise by $3 million per month. At that point the leakages equal 
the monthly inputs of money from the increased rate of investment and 
government spending, and the expansion of income from that increased 
level of spending has reached its limit. If the leakages are one-fourth, 
the limit is four times the new money inputs, or $4 million per month. 
Should the leakages be as small as one-tenth, the multiplier is ten and 
the income flow could rise by $10 million per month before leakages 
would nullify the money put into circulation by the new $1 million 
monthly spending rate. 

General statement of the multiplier principle. In our discussion of 
the multiplier we found that whenever the leakages out of income (sav- 
ings, taxes, and net import) are not matched by the offsetting effects of 
private investment and government expenditures, changes in the level 
of income are generated. These changes in income tend to continue until 
leakages shrink or increase, as the case may be, to the point where the 
leakage withdrawals are equal to investment plus government expendi- 
tures. Because taxes are a form of involuntary saving out of income by 
the taxpayer, and because import leakages also reduce income funds 
in the economy, it is convenient to lump the three together under the 
general heading of savings (S). Likewise, government expenditures, like 
private investments, result in net additions to the income stream. For 
convenience one may therefore combine government expenditures with 
private investment under the general category of investment ( I ) . Combin- 
ing taxes with private savings and government expenditures with private 
investment one can say that, in the general sense, inequality between 
planned saving and planned investment indicates a state of disequilib- 
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rium in the level of income. Only when planned saving (S) and planned 
investment (I) are equal can there be equilibrium. 

We can now again state the basic principle of the multiplier. First, 
whenever planned saving (S) and planned investment (I) are unequal, 
income changes are generated and will continue until income has been 
adjusted to the level where saving and investment are equal. When 
investment is greater than saving, income rises. When saving is greater 
than investment, income falls. Because, in this analysis, investment is 
considered to be autonomous , that is, determined by factors that are 
independent of the effect of leakages and income changes, equilibrium 
must be restored by an adjustment of saving (leakages) through changes 
in the income level. This is illustrated in Fig. 24.5 where the multiplier 
is represented graphically. Clearly, income at the level of ot/i is not in 



Fig. 24.5. Determination of the Equilibrium Level of Income: 
Planned S = Planned l, and Consumption (C) plus 
Investment (/) = Current Income. 


equilibrium. At this level I exceeds S, and C + I (total spending) exceeds 
current income. The amount of this excess in either case is measured by 
amount designated as a. Thus income must rise to point E where S = 1 
and C + 1 = current income. On the other hand, should the income level 
be oy 2 again, it is not in equilibrium. For at oy 2> saving ( S ) exceeds in- 
vestment (I), and consumption spending plus investment spending is less 
than current income, each by the amount designated as &. Only when 
income has fallen back to E is equilibrium restored. Because the marginal 
propensity to save is assumed to be one-fifth in the case illustrated. 
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income must fall by five times the excess of planned saving over planned 
investment. 

The multiplier and other sources of expenditure changes. We have 
considered the multiplier as it works to generate changes in income when 
changes occur in the rate of expenditures for private investment and by 
government. However, one should remember that the multiplier effect 
arises from any changes in total expenditure regardless of the origin of 
such changes. For example, should the rate of investment and government 
expenditures remain fixed but a decline in net saving or a reduction in 
taxes lead to increased consumption expenditures, the multiplying effect 
upon income will appear. Similarly, when a “favorable” international 
balance of payments results in a net increase in total domestic expendi- 
tures, a multiplying effect upon income results. 

The significance of the multiplier concept. It is important to know 
something about the multiplying effects of new expenditures if one is 
to judge their probable effects on the level of income and employment. 
For example, if expenditures on investment are expected to be $1 billion 
per month higher than before, the multiplier establishes the ultimate ef- 
fect of that increase upon the level of income. But, though the multiplier 
concept is useful for explaining the nature of the response of income to 
new expenditure, it does not in fact provide a precise measure of response 
that may be expected. There are several reasons for this. First, the full 
response of income to a new series of input expenditures is realized only 
after the expiration of a considerable number of income periods. Sec- 
ondly, it is impossible to make a reliable estimate of the size of the leak- 
ages (and hence the size of the multiplier) at a particular time. To 
calculate the multiplier one must know: ( 1 ) the public s marginal pro- 
pensity to save, that is, the fraction of any marginal or added income 
that will be saved and not spent; (2) the marginal propensity to import, 
that is, the fraction of additional income that the public will spend on 
imports; and (3) the marginal or added taxes that must be paid on the 
increased income. In the short run, the magnitude of these leakages is 
uncertain. Finally, when business prospects are bad, the ultimate multi- 
plier effect of new expenditure may be reduced by an entirely different 
and unpredictable leakage in the way of disinvestment by business. 

Disinvestment leakages. When unsatisfied liquidity preferences exist, 
any attempt to measure the income expanding potential of a given 
increase in expenditures is fraught with added uncertainty. For example, 
should the level of government expenditures be increased with the aim 
of increasing the income flow in a period of depression, the application 
of the multiplier may be woefully inadequate to indicate the income 
results that can be expected. With business depressed and priced and 
profit expectations low after the new money has been spent by those who 
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first received it, there is a fair chance that most of the money will be 
swallowed up by business cash hoards as business disinvests its inventory 
and allows capital equipment to wear out without replacement. In this 
situation the multiplier, even if the leakages from saving, imports, and 
taxes could be accurately forecast, can give no certain measure of the 
probable results of the increased government expenditures upon income. 

The multiplier and the price level. The merit of the multiplier con- 
cept is in the fact that it provides a tool for making estimates of the 
increases and decreases in the level of income that may be expected from 
changes in the level of investment and government spending. However, 
it provides no direct clue to the effect of the rising or falling income 
upon prices. In case the multiplier is working to expand income, one 
can only say that the effect will be: (1) an increase in output whenever 
there is slack in employment; and (2) some increase in prices whenever 
expansion in output involves increasing costs or when full employment 
limits are reached. Likewise, falling income may either induce a fall in 
output or, when output restriction is difficult, falling prices. 

The Equilibrium Level of Income 

Investment and the level of income. Our study of the working of the 
multiplier indicated the necessity for planned saving and planned invest- 
ment to be equal in order for equilibrium to exist in the level of income. 
We learned that when this condition is not fulfilled the income level 
changes until planned saving has shifted to a point where it does equal 
planned investment. In other words, when the rate of investment is 
given, the equilibrium level of income is one at which planned saving 
(leakages) just equals investment. This is equivalent to saying that, with 
a given propensity to save or consume, the level of investment determines 
the level of income. For example, let us assume two things: 

1. That the average propensity to consume is four-fifths of income. 

The average propensity to save is therefore one-fifth. 

2. That the rate of investment is $50 billion per year. 

With these assumptions, how is the equilibrium level of income deter- 
mined? Let us start with a simple and familiar equation: 

Y (income) = C (consumption) + I (investment). 

Substituting four-fifths Y for C and $50 billion for I we find that: 

Y = % Y 4- $50 billion 
or Y — %Y = $50 billion 

and, therefore, % Y = $50 billion 
and Y = $250 billion 
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More directly, we can say that because savings are one-fifth Y and must, 
at equilibrium, equal I, then: 

%Y=$50 billion 
and Y = $250 billion 

It is clear, therefore, that when the propensity to consume is given, 
the rate of investment determines the equilibrium level of income. 
Further, the larger the propensity to consume, or the smaller the pro- 
pensity to save, the higher will be the income level for any given rate of 
investment. 

The rate of interest and the level of income. There is yet another 
element to be considered in analyzing the determination of the equilib- 
rium level of income. This is the effect of the rate of interest. The rate 
of interest influences the level of income through its effect on the rate 
of investment. As we already know, the investment demand curve slopes 
downward and to the right, indicating that at lower rates of interest 
investment will be greater than at higher interest rates. Given the pro- 
pensity to consume, the equilibrium level of income is determined by 
the rate of investment. And given the marginal efficiency of capital, in- 
vestment is determined by the rate of interest. Therefore it follows that 
the rate of interest is a determinant of the level of income. Given the 
investment demand schedule and the propensity to consume, a schedule 
of the various levels of income that are related to the different rates of 
interest can be established. This is commonly referred to as the IS sched- 
ule or curve. 9 

The derivation of the IS schedule or curve may readily be seen in the 
graphic illustration in Fig. 24.6. Beginning with Quadrant I in the illus- 
tration, we find the level of investment that will occur at various rates 
of interest. Because, at equilibrium, investment must be equalled by 
saving, the various rates of investment are projected to Quadrant II. As 
these projections strike the 45-deg. angle line, they establish, along the 
side O-S, the level of saving required for the different levels of invest- 
ment. In Quadrant III we find the S-S line, which indicates the amount 
of saving that will be generated at various levels of income (Y). In 
Quadrant IV the levels of income required to provide the savings needed 
for the different levels of investment and the rate of interest determining 
these investment levels are brought together to establish the IS curve. 
Thus, given the assumptions concerning investment demand (I— I) and 


9 The IS curve, showing the relation of the rate of interest to the level of income, 
and in Chapter 25 the LM curve, showing the relation of the level of income to the 
rate of interest, are commonly used devices originally derived from J. R. Hicks, "Mr. 
Keynes and the ‘Classics’; A Suggested Interpretation ” Econometrica, 1937, pp. 147- 
159. 
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the propensity to save, the IS schedule relating income levels to the rate 
of interest is established. 


Contributions of the Income Approach 

The income approach to the problem of money and its value accom- 
plishes a number of things. First, it reveals the relationship between the 
money spent on final output ( MV t ) to the money value of that final 
output (PR) and to total income. In so doing it avoids the difficulties 
raised by the transactions and cash balance approaches as applied to 
total transactions and their prices. Secondly, the income approach focuses 
attention upon and reveals the essential basis for changes in the level 
of total spending and income. These changes, we found, are grounded 
upon circumstances that make total current savings plus taxes unequal 
to total current investment plus governmental spending. Thus we find the 
basis for changes in MVi that generate changes in the level of income. 
Thirdly, through the use of the multiplier concept we discover the con- 
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ditions that determine the magnitude of changes in MV t and in the 
income level resulting from a given increase or decrease in spending. 
The magnitude of these changes was found to depend upon the size of 
the leakages that are associated with changes in the level of income. 
The larger the fraction of marginal leakages, the smaller the multiplying 
effect. The multiplier, therefore, provides a tool for estimating the in- 
come changes that may be expected to arise from changes in spending for 
consumption, investment, or government purposes. Because of the highly 
variable nature of the short-run marginal propensity to save and to import, 
and the uncertain leakages that may arise from business disinvestment 
during bad times, the multiplier cannot be predicted with much accuracy 
during the course of the business cycle. 

Nevertheless, the multiplier concept is of great value in helping one 
understand the basic nature of the problem of maintaining the income 
level needed for full employment and economic growth. Its usefulness 
in this respect is enhanced by the fact that the long-run relationships of 
leakages to income are considerably more stable than those of the short 
run. 

Finally, although the income approach explains how changes in ex- 
penditures generate short-run changes in total money spending and 
income, it does not provide any direct answer to the question of changes 
in the value of money or changes in the price level. Instead, it can only 
reveal the direction that changes in money income take and the limits 
to the magnitude of these changes. Before the effects on prices can be 
discovered, the changes in money income and spending must be meas- 
ured against the output capacity and employment level. 

The income approach, valuable as it is, still does not provide the 
answer to why changes in consumption, investment, and government 
expenditures occur. Consumption expenditures, reflecting changes in net 
saving, may arise out of changed consumer expectations as to future 
income, changes in the urgency for expenditure because of an abnormal 
rate of previous consumption expenditure, and changes in corporate 
dividend policy. Government expenditures reflect public policy and, 
though they have important economic consequences, they do not arise 
directly out of economic developments. Private investment, however, is 
intimately tied up with and influenced by economic conditions. Business 
expectations play a dominant part in the determination to invest. More- 
over, given the level of profit expectations from investment, or the 
marginal efficiency of capital, the actual rate of investment is presumably 
determined by the cost of capital or the rate of interest. There still re- 
mains the task of examining the determinants of the market rate of 
interest. This will be explored in the next chapter. 
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Questions for Study 


1. What can be said to be the goals of monetary study? 

2. Can one confidently state what the effect upon prices will be from changes 
in the rate of money expenditure? Why? 

3. What are the three basic types of money expenditure? 

4. What is the consumption function? 

5. In Fig. 24.1: 

a) If the C-C line coincided with the 45-deg. line, what would be the 
average propensity to consume? 

b) What is the relation between the S-S and the C-C lines? 

c) What changes in the S-S and C-C lines would occur in case the 
propensity to consume falls? 

6. What is the meaning of the marginal efficiency of capital? How can it be 
calculated, given the proper knowledge? Why is it unstable? 

7. How do each of the following affect the marginal efficiency of capital? 

a) Invention 

b) An increase in available natural resources 

c) Changes in the price level 

d) Increases in consumer purchases 

e) Optimism and pessimism 

8. How is the level of investment related to the rate of interest? 

9. Why, in Fig. 24.2, may the 7-1 curve shift? 

10. Distinguish between (a) gross and net investment and (b) gross and net 
saving. 

11. How can investment expenditures be less than planned saving when sta- 
tistically saving and investment are equal? 

12. What is the multiplier? What are the several kinds of leakages and how 
do they determine the size of the multiplier? How will the multiplier be 
affected by an increase in thrift? A decline in income taxes? 

13. Suppose that the rate of investment expenditure is increased by $1 million 
per month and leakages are one-fifth, what will be the result on the level 
of income? 

14. Why is it difficult to estimate the multiplier effect to be expected from a 
given increase in investment? 

15. What is the IS curve? How is it derived and what does it tell? 



chapter twenty-five 


MONEY MARKET EQUILIBRIUM 
AND THE INTEREST RATE 


In the preceding chapter we traced the manner in which changes in the 
level of expenditures are generated with resulting changes in the level 
of income, prices, and output. We saw that whenever investment plus 
government expenditures exceeds saving plus taxes, the flow of income 
increases. Whenever investment plus government expenditures falls 
below saving plus taxes, income falls. In addition to examining the 
factors influencing total expenditure and the workings of the multiplier, 
we also considered the effect of the rate of interest on investment and 
through this its effect on the level of income. The schedule of interest 
rates related to equilibrium levels of income is expressed in the IS curve. 

We now have the task of inquiring into the forces that operate to bring 
about income changes. 

The Reason for Inequality 
of Planned Saving and Investment 

Up to now we have made only general reference to the reasons for 
inequality of planned saving and investment. Investment responds to 
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changes in profit expectations and to changes in the cost and availability 
of funds. Savings reflect the income level and the current propensity to 
save part of that income. But why are these two not brought into equality 
by the rate of interest? To find the answer to this question one must 
explore more deeply into the nature of the supply of and the demand for 
funds available for investment. 

Gross savings. Gross savings of the economy consist of personal sav- 
ings, undistributed corporate profits, and capital depletion allowances 
of business. These savings are represented by money temporarily shunted 
out of the income stream, and, assuming that government revenue and 
expenditure are in balance, its return normally depends upon a corre- 
sponding amount of investment spending on new capital goods. 

Except for capital depletion allowances of business, the long-run 
pattern of savings is undoubtedly somewhat influenced by the expected 
interest return, with higher expected returns tending to encourage and 
lower rates tending to discourage marginal savings. However, in the 
short run none of the three major sources of savings is likely to be sig- 
nificantly affected by changes in the rate of interest. Rather, they mainly 
reflect changes in the level of income and changes in consumer expecta- 
tions. Consequently the level or rate of savings in the short run is pretty 
much independent of changes in the interest rate. Since this is so, interest 
rate adjustments cannot equalize saving and investment by changing the 
rate of saving. 

Gross investment. Gross investment involves money expenditures on 
the production of capital goods. These take the form of new construction, 
equipment, and inventory. Gross investment acts to absorb gross savings 
and return them to the income stream. Investment will occur only when 
businessmen expect that marginal additions to their capital supply will 
bring added revenues that clearly exceed the interest costs of obtaining 
and using the required funds . 1 Therefore, it is reasonable to suppose 
that the rate of interest, as a cost of obtaining funds, should have some 
effect upon the rate of investment. A high rate of interest should dis- 
courage and a low rate of interest should encourage investment. 

The demand for investment funds. The expectations of profits from 
new investment are exposed to the workings of the law of diminishing 


1 This is dearly so when investment funds are borrowed. It is equally true of invest- 
ment decisions when they are financed by the issue of stock, since a high price for new 
stock sold in the market means that buyers accept a low yield in the form of daims 
on the average earnings of the firm. The relation of the going rate of interest to the 
investment of corporate savings and capital depreciation allowance accumulations is 
somewhat more obscure. Here too, however, through the existence of alternate outlets 
for funds through the money market, the going rate of interest constitutes an “oppor- 
tunity cost” that must be overcome by expected earnings from the investment of such 
savings in new plant and equipment. 
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returns. With a given state of technology, the expansion of investment 
in capital goods tends to increase the proportion of capital input in the 
combination of productive factors. The result must eventually be that the 
added capital inputs will cause smaller and smaller additions to the 
total product; that is, they suffer from the workings of the law of diminish- 
ing marginal productivity. Therefore, without corresponding increases 
in the labor force and in natural resources, additional capital inputs from 
investment must yield smaller and smaller marginal profit expectations. 
On the assumption that business investment decisions are made on the 
basis of marginal profit expectations and the interest cost of obtaining 
funds, one can express the demand for investment funds, as we saw in 
Chapter 24, by the ordinary down-sloping demand curves shown in Fig. 
25.1. 



Fig. 25.1. The Demand for Investment Funds. 


A second characteristic of the demand for investment funds is its 
highly changeable nature. New inventions, discoveries of new natural 
resources, or sharp increases in the rate of growth of population improve 
expectations of profit from new investment and push the demand curve 
for investment funds to the right. Thus P— P indicates an increase in the 
attractiveness of new investment. But of even greater importance are 
changes in marginal profit expectations arising from changes in price 
level or from any other current happening that is considered favorable 
or unfavorable to business. Signs of economic trouble that increase 
uncertainty and weaken profit expectations cause a shift of the demand 
curve to the left ( P'-P' ) . 

The rate of interest and the equality of saving and investment The 
volume of saving responds to changes in income and in the propensity 



394 


THE DEMAND FOR MONEY, INCOME, AND THE PRICE LEVEL 


to consume. In the short run, at least, it probably does not respond 
readily to changes in the rate of interest. Consequently, for any given 
level of income one may assume that saving is independent of the rate 
of interest, and that a lower rate does not appreciably reduce saving. 
However, the rate of investment does respond somewhat to changes in 
the cost of obtaining investment funds, that is, to changes in the interest 
rate. There remains the task of discovering how the rate of interest is 
determined and why it may fail to equalize investment and saving. 

To simplify our approach to this problem let us assume, first, that 
current saving is the only source of investment funds, and, secondly, 
that current savers will part with their savings at any rate of interest 
that investors will pay. With these assumptions in mind, let us now set 
up an example in which saving is at the rate of $100 million per day. This 
rate reflects the level of income, consumers’ spending propensities, and 
corporate savings and bookkeeping practices. The market for investment 
funds, then, may be represented by the supply and demand curves 
shown in Fig. 25.2. Because savings, at the rate of $100 million per day, 



Fig. 25.2. Loan Funds from Current Savings (in millions of dollars). 

are assumed to be the only source of loan funds and are offered in the 
loan market regardless of the rate of interest, the market rate of interest 
will be 4 per cent and investment exactly equals savings at $100 million 
per day. Under these assumed conditions the rate of interest equalizes 
current saving and investment. But neither of our simplifying assump- 
tions, in respect to sources of investment funds, is necessarily true in all 
situations. Therefore, we must examine them further. 

When interest rates are reasonably high and economic and credit 
conditions are stable, it may very well be true that savers will accept the 
going market rate of interest and put all of their funds at the disposal 
of the market, as was assumed in the example above. But there are cir- 
cumstances in which this decidedly may not be true. First, the act of 
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investigating and making a loan involves trouble and expense for the 
lender. Unless the expected yield or rate of interest to be received is 
sufficient to more than compensate for this, the saver would be better off 
simply keeping his savings as idle cash hoards. Secondly, lending for 
private investment uses inevitably involves risks. Such risks, reflecting 
the uncertainty of investment prospects, must be compensated for by 
the expected interest returns. Adverse changes in business outlook may 
cause increased uncertainty in the mind of the lender and lead to an 
increase in his “precautionary” motive for holding cash. Only a suitable 
increase in the interest return will overcome this and persuade the saver 
to accept the risks involved in exchanging his cash for securities. Finally, 
whenever past experience in the capital market causes savers or their 
institutional stand-ins (savings banks, insurance companies, and the like) 
to believe that existing rates of interest are too low and that opportunity 
to lend at higher and more favorable rates will arise in the not too distant 
future, the “speculative” motive for holding cash asserts itself and some 
savings will not be lent in the market until interest rates actually become 
higher, or until the speculative motive subsides. 

We can readily see, therefore, that current savings may not all be lent 
in the market regardless of the rate of interest. Instead, savers sometimes 
have reservation prices in the form of interest rates below which they 
will not go in lending their savings. These reservation prices vary with 
the judgment of the lenders as to: ( 1 ) the trouble and expense of making 
the loan; (2) the degree of risk; and (3) worthwhileness of waiting for 
higher rates of interest in the future. By examining Fig. 25.3 we may 
readily understand how the existence of reservation prices on current 
savings affects the rate of interest and the extent to which current savings 
will be invested. 

Figure 25.3 is based upon the purely arbitrary assumptions that: (1) 
the current rate of saving is $100 million per day and is the only source 
of loan funds; and (2) the curve s-s is the supply curve of funds offered 
in the market. It shows that so long as the interest rate is at least 4 per 
cent, the whole $100 million of daily current savings will be released for 
investment. Below 4 per cent the liquidity preferences of savers begin 
to reduce their willingness to lend until, at 2 per cent, they refuse al- 
together to part with their cash in exchange for securities. With the 
investment demands for funds at 1-1, the rate of interest is above 4 per 
cent and all current savings are taken for investment. But when the 
investment demand falls, moving the demand curve to the left to T-T, 
the rate of interest falls to 2]/ 2 per cent and only $85 million out of the 
$100 million daily current savings are invested. With the demand for 
investment funds at 1-1', the market rate of interest would have to fall 
to about 1 per cent, obviously unacceptable to the savers, in order that 
the whole $100 million of daily current savings might find investment 
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Fig. 25.3. Liquidity Preferences and the Supply of Loan Funds from 
Current Savings (in millions of dollars). 

use. The moral of all this is simply that whenever profit prospects from 
new investment decline (the demand curve moves to the left), there may 
come a time when the rate of interest will not fall enough to induce 
business to invest an amount equal to current savings. 

Investment, therefore, may sometimes be less than saving because 
falling interest rates may reach a level at which they no longer offset the 
disadvantages of investing in securities. Therefore, savers prefer to hold 
part of their savings in cash. For this reason the rate of interest cannot 
always be relied upon to insure that saving and investment will be equal . 2 

2 The effect of “interest elastic” liquidity preferences upon the absorption of savings 
into cash hoards as interest rates fall may be seen in the familiar liquidity preference 
curve. 



Fig. 25.4. Savers 7 Demand for Cash (in millions of dollars 
per day, at varying rates of interest). 

So long as interest rates are high enough to cover costs and risks of lending, and to 
prevent the appearance of speculative motives arising from expectations of higher 
rates (i.e., 4 per cent), all savings will be released for investment. But as interest 
rates fall, the demand for cash instead of securities increases until, at 2 per cent, savers 
prefer to hold all of their new assets in cash rather than in securities. 
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Other sources of investment funds. It will be recalled that we as- 
sumed at the beginning of this discussion that current saving was the 
sole source of investment funds. This, of course, is not necessarily true in 
real economic life. Actually there are two other sources of funds that may 
sometimes be drawn on for investment purposes. These are: (1) past 
accumulations of uninvested savings in cash form (M s ); and (2) in- 
creases in the money supply. The first may become available for invest- 
ment use as interest rates rise and overcome some existing liquidity 
preference demands for money, or as business expectations improve with 
a resulting fall in the general level of liquidity preferences. The second, 
an increase in the supply of money, may arise out of gold imports, an 
increase in Federal Reserve Bank credit, and increases in commercial 
bank loans and investments based upon excess reserves. 

The holders of uninvested accumulations of past savings and the 
holders of newly created money are like current savers; they prefer to 
hold cash instead of investment securities whenever existing yields are 
too low to offset the trouble and risks of lending and the existing specu- 
lative motives for holding cash. If we turn again to our now familiar 
supply and demand curves for investment funds, we can take into ac- 
count the effect of the appearance of old cash savings and newly created 
money in the investment funds market. To do this we need a new curve 
showing the supply of investment funds. This new curve, located to the 
right of the supply of funds provided by current savers, may be seen in 
Fig. 25.5. Here the curve I-Z represents the demand for investment funds 
at varying rates of interest. The curve s-s represents the supply of funds 
made available out of current savings of $100 million per day at varying 
rates of interest. The new curve s'-s' is the supply of loan funds offered 



Fig. 25.5. Quantity of Investment Funds Offered and 
Demanded (in millions of dollars per day, 
at varying rates of interest). 
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in the market at varying rates of interest from the combined sources of 
current saving, old cash hoards, and new money. As a result of the addi- 
tional funds provided out of old savings and new money, the interest 
rate is 3 per cent and the daily rate of investment is $110 million. Thus 
we see how the appearance of additional loan funds may permit the 
interest rate to decline enough to cause investment to exceed current 
saving. The result is an increase in the level of income. Of course, one 
must note the possibility that investment demand (Z-Z) might decline 
( Z-Z moving to the left ) to a point at which even the addition of added 
funds to the investment market cannot cause investment to equal or 
exceed saving. 


Monetary Policy and the Rate of Investment 

Control over the quantity of money is the core of monetary policy. 
Therefore, when monetary policy is used to influence the level of income 
and employment, it involves changing or controlling the quantity of 
money in such a way as to cause ( 1 ) an increase in the level of income 
if such an increase is needed; or (2) to maintain income at the desired 
level. As we already know, when the money supply is increased beyond 
current needs, the holders of the new money seek to arrange their assets 
so that the money bears a satisfactory relationship to other assets. This 
they do by purchasing goods and securities. The purchase of securities 
tends to raise security prices and lower the rate of interest. Lower in- 
terest rates either attract new investment borrowing or the new money 
becomes absorbed by liquidity preferences arising from the falling rate 
of interest. 

We can now apply our supply and demand analysis for investment 
funds more formally to changes in the supply of money, and trace the 
effects of such changes upon the rate of interest and the rate of invest- 
ment, and through this the effect upon the level of income. We may best 
see the impact of monetary policy upon the level of income by examining 
two separate cases. The first is a situation in which a threat of inflation 
calls for such monetary restraint as to limit investment to the level of 
saving. The second is a situation that involves deflation and calls for 
sufficient monetary expansion to induce a rate of investment higher than 
the rate of saving so that the income may be pushed up to the full 
employment level. 

Resistance to inflation. The threat of inflation requires a policy of 
corrective monetary restraint. Assuming that government revenues and 
expenditures are in balance, resistance to inflation requires that invest- 
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merit be held down to the level of saving. Or, if long-run growth of 
population and output calls for an annual money increase— 4 per cent 
per year, for example-the supply of new money must be so regulated 
that investment will not exceed saving by more than the amount needed 
to provide the desired increase in income flow. Within the limits of 
human knowledge and foresight in monetary affairs, the Federal Reserve 
authorities are quite capable of limiting the creation of new money so 
as to head off excessive investment based on the expansion of the supply 
of money. 

Even though the money supply is not permitted to rise, however, the 
higher rates of interest offered by borrowers of investment funds re- 
duces the demand for asset money (M 2 ) by overcoming the liquidity 
preferences of past savers who previously have been holding part of 
their savings in cash form. In such a case these old cash hoards are now 
made available to the loan market and tend therefore to defeat restrictive 
efforts of central banks. One visible evidence of this is found in an in- 
crease in the velocity of money. But even this need not defeat restrictive 
monetary policy if the central bank were to reduce the money supply ( or 
refuse to allow it to expand as income increases) and thus offset the 
effects of increases in velocity. As a practical matter, however, adminis- 
tration of a restrictive policy is made more difficult by the fact that 
increases in velocity are not readily anticipated and by the further fact 
that outright reduction in the money supply is politically unpalatable. 

Expanding investment through monetary policy. Again assuming 
government revenues and expenditures to be in balance, any fall in in- 
vestment below the rate of saving tends to reduce income and employ- 
ment. In such a case monetary policy should be used to encourage in- 
vestment. However, there is some question as to the effectiveness of 
monetary policy as a tool for increasing investment and income. 

The experiences of the depression of the 1930’s raised grave doubts 
about the powers of monetary policy to combat depression and unem- 
ployment. They led to a rather common conclusion that monetary policy 
was outmoded as a means for bringing about economic stability. It is 
important, therefore, to understand the conditions under which monetary 
policy is or is not likely to prove successful in inducing investment to 
rise above saving and generate a rise in the level of income and em- 
ployment. 

For monetary policy to be an effective tool for raising the level of in- 
come, an increase in the money supply must accomplish two things. First, 
it must effectively lower the rate of interest and increase the money ac- 
tually available for investment purposes. Secondly, the decline in the rate 
of interest and the increased availability of funds must so encourage in- 
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vestment that it will exceed the current rate of saving. Should either 
of these two results fail to materialize, monetary policy cannot cause an 
increase in income. 

As we know, within limits, an increase in the supply of money re- 
duces the rate of interest. If a depression is relatively mild, precaution- 
ary motives for holding cash are not seriously stimulated. Therefore, an 
increase in the supply of money will result in a rise in security prices and 
a fall in interest rates. How great the decline in interest rates will be 
depends upon the extent to which depression has generated new precau- 
tionary motives and the degree of speculative motives that arise among 
the holders of the new money. In the early stages of depression there is 
a very good chance that an increase in money will both depress the rate 
of interest and encourage investment. This situation is likely to exist in 
the case of a mild recession involving inventory reductions and read- 
justments, when longer-range investment prospects are still bright. 

Once a depression has become severe, precautionary motives for hold- 
ing money rise sharply. Consequently any increase in money may then 
merely be absorbed by the growing liquidity preferences of the holders, 
with little tendency to drive down the rate of interest. Even a modest 
drop in the interest rate may be sufficient to make the advantages of 
holding cash outweigh those of taking the risks inherent in lending and 
purchasing securities in time of severe depression. 

The effect of a decline in the demand for investment funds that occurs 
during mild depression, and the possible effects of expanding the quan- 
tity of money at such a time, may readily be seen by examining Fig. 25.6. 
The line I-I represents the demand for investment funds at varying 
rates of interest under conditions of mild depression. The line s-s repre- 
sents the supply of investment funds offered on the market from current 



Fig. 2S.6. Supply and Demand far Investment Funds with 
Mild Depression (in millions of dollars per day, 
at varying rates of interest}. 
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savings at varying rates of interest. Without any additional investment 
funds in the form of new money created by the monetary authorities, 
the rate of investment is fixed at the point of intersection of the Z-Z and 
s-s curves at $95 million per day. Since this is less than the current sav- 
ing of $100 million per day, income falls. Now, if as a result of newly 
created money the total supply of investment funds offered on the mar- 
ket at varying rates of interest becomes $'-s\ investment, shown by the 
intersection of Z-Z and s’-s', will be $110 million per day, an amount 
greater than current saving of $100 million, and the increase in money 
will induce a rise in income. 

The case is different, however, when depression has become severe 
enough to create a sharp increase in precautionary motives of money 
lenders and a serious fall in marginal profit expectations. In such cir- 
cumstances, not only must the interest rate be pushed to a very low level 
if investment is to equal current saving, but also the rise in precautionary 
and speculative motives among lenders makes it virtually impossible 
to drive interest rates down substantially by increasing the supply of 
money. This possible situation in the market for investment funds is seen 
in Fig. 25.7. 



Fig. 25.7. Quantity of Investment Funds Offered and Demanded 
for Investment with Severe Depression {in millions of 
dollars per day, at varying rates of interest). 


In Fig. 25.7 the line Z-Z represents the demand for investment funds 
under the assumed depression conditions. The line s-s represents the 
supply of investment funds offered at varying rates of interest out of 
the current level of savings of $100 million. The line s'—s represents the 
total supply of investment funds at varying rates of interest offered by 
current savers, dishoarders, and the holders of newly created money. 

Under circumstances illustrated in Fig. 25.7, depression has so raised 
precautionary motives for holding money that owners of funds will not 
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release them at less than 4 per cent interest. This is true irrespective of 
how far to the right the injection of new money may move the s's' 
curve. This being so, it becomes impossible for monetary policy to be 
effective in inducing the rate of investment to exceed the current rate 
of saving and thus bring about a rise in the level of income. Unless the 
public is content to wait for “natural” cyclical causes to restore invest- 
ment incentives to a higher level and to reduce precautionary motives 
among holders of money, it will be necessary to invoke fiscal policy, with 
government expenditure above government revenue. 


Equilibrium in the Money Market 
and the Market Rate of Interest 

In the above section we have examined some of the reasons why the 
rate of interest may fail to equalize planned saving and planned invest- 
ment. These reasons, we found, rest in the existence of liquidity prefer- 
ences which at low rates of interest induce current savers to hoard part 
of their savings in cash and thus prevent the rate of interest from falling 
to the point where investment would absorb current saving. In times of 
vigorous investment demand, higher interest rates overcome liquidity 
preferences of past savers and induce them to offer their old cash hoards 
(Mo) in the loan market. This action, along with that of commercial 
banks which may further increase loan funds by increasing the supply 
of money, keeps the rate of interest from rising to the point where 
planned investment is limited in amount to the amount of planned saving. 

It is useful at this point to bring together the effects of liquidity pref- 
erence and transactions demands for money and, with the supply of 
money held fixed, to explain the determination of the market rate of in- 
terest. Given the quantity of money, the state of precautionary and 
speculative demands for money at varying rates of interest, and the trans- 
actions demand (a fraction of the annual income— one-half of the annual 
income for example), it is possible to determine the rates of interest 
that must exist at various levels of income. This may be understood by 
examining Fig. 25.8. 

Equilibrium in the money market exists only when the supply of 
money is equal to the demand for money. Money is demanded for trans- 
actions purposes (Mi) and to satisfy liquidity preferences related to the 
precautionary and speculative motives (M 2 ). Transactions demand is 
assumed to vary with the level of income. Liquidity preference demand, 
under a given state of expectations, varies with the rate of interest. The 
higher the level of income, the greater will be the transactions demand 
for money (Mi). Assuming that the stock of money is fixed, the higher 
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Fig. 25.8. Derivation of the LM Curve. 


the level of income, the smaller will be the supply of money available 
for satisfying liquidity preferences. Therefore the higher the level of in- 
come, the higher must be the rate of interest to overcome the liquidity 
preference demand for money and release idle cash (M 2 ) for use in 
meeting transactions requirements. 

In Fig. 25.8 starting in Quadrant I with the transactions demand for 
money (Mi), the line OM x shows the money required for transactions 
purposes at various levels of income. In Quadrant II the total money 
supply as set by the monetary authority is $150 billion. This must pro- 
vide the required Mi for transactions and any remainder becomes M 2 . 
In Quadrant III the familiar liquidity preference curve appears, show- 
ing the rates of interest at which various amounts of M 2 will satisfy ex- 
isting liquidity preferences. From this we can read off the varying rates 
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of interest that will exist for the different levels of M 2 remaining after 
the transactions requirements for the different levels of income are satis- 
fied. Finally, in Quadrant IV the various rates of interest for different 
levels of income are plotted to form the LM curve. This curve shows the 
range of interest rates that must prevail for different levels of income 
when the money supply is fixed in amount. At each point of the LM 
curve the combined transactions and liquidity preference demands for 
money are just equal to the available supply. 

A number of observations in respect to the LM curve are appropriate 
at this point. First, if the level of income were to expand to a point where 
transactions requirements absorbed the whole stock of money, interest 
rates would rise to the point where liquidity preference demand would 
disappear. At this point, the supply of money being fixed, it becomes 
impossible to further increase the level of income. The LM curve from 
there on becomes a vertical line. 

Secondly, the location of the LM curve will be shifted to the right, 
meaning that at given levels of income interest rates will be lower than 
before, in case: (1) the supply of money is increased; and (2) improved 
expectations cause a fall in liquidity preferences. 


The Equilibrium Level of Income ; 
the Intersection of the IS and LM Curves 

Of what use are the IS and LM curves which we have been examin- 
ing? The IS curve (Fig. 24.6) establishes the various equilibrium levels 
of income which result from various rates of interest, given the marginal 
efficiency of capital and the propensity to consume. The LM curve es- 
tablishes the rates of interest at which the demand for money (transac- 
tions plus liquidity preference demands) exactly equals the supply of 
money, given existing liquidity preferences and the transactions require- 
ments for different levels of income. If the IS curve and the LM curve 
are combined on the same graph, their point of intersection establishes 
the equilibrium rate of interest and the equilibrium level of income ap- 
propriate for the assumed conditions as to the quantity of money, liquid- 
ity preferences, the marginal efficiency of capital, and the propensity 
to consume. This is shown in Fig. 25.9. 

Making use of this analysis one can discover the effect on the rate of 
interest and the level of income when changes are made in any of the 
above variables. For example, an increase in the quantity of money, a 
fall in liquidity preferences, or a decline in the ratio of transactions 
money to income will tend to shift the LM curve to the right and result 
in a fall in interest rates and an increase in the income level. An in- 



THE INTEREST RATE AND MONEY MARKET EQUILIBRIUM 


405 



Fig. 25.9. Final Determination of the Equilibrium Interest Rate and 
Level of Money Income, Given the Supply of Money, Liquidity 
Preferences, the Marginal Efficiency of Capital, and 
the Propensity to Consume. 


crease in the marginal efficiency of capital or an increase in the pro- 
pensity to consume shifts the IS curve to the right and tends to expand 
income. 


Questions for Study 


1. Does the rate of saving change in response to short-run changes in the 
rate of interest? 

2. What are the factors that influence businessmen s investment decisions? 

3. Does the demand curve for investment funds slope down and to the right? 
Why? 

4. If there were no cost attached to lending funds and no precautionary or 
speculative motives among savers, what would be the shape of the supply 
curve for current savings at varying rates of interest? 

5. Why do the holders of loan funds have * reservation prices" for the use of 
their funds below which they will not lend? 

6. What causes the supply curve for loan funds to slope up and to the right? 
What changes occur in the loan fund supply curve when: 

a) Poor business prospects raise precautionary motives among lenders? 

b) Banks’ excess reserves are increased by open market security pur- 
chases by the Federal Reserve Banks? 

7. Examine Fig. 25.6. 

a) Why is the S-S' curve to the right of the S-S curve? What are the 
sources of the additional funds represented by the difference in the 
two curves? 
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b) Do you understand why, under conditions illustrated here, an in- 
increase in the available supply of loan funds from S-S to S'-S' will 
induce an increase in income? 

c) Do you see why a fall in profit prospects and a sharp movement of 
the 1-1 curve to the left would result in a fall in income? 

8. Under what conditions can monetary policy be expected to be effective 
in increasing the rate of investment so that it exceeds the rate of saving? 

9. When is monetary policy powerless to induce an expansion in income? 

10. Why does monetary policy need to be prompt if it is to counteract a de- 
cline in business? 

11. What does the IS curve tell us? What is the LM curve and how is it deter- 
mined? How is it affected by: (a) an increase in the supply of money; 
(b) an increase in liquidity preferences; and (c) a fall in the ratio of 
transactions balances to money income? 

12. Figure 25.9 brings together the LM and IS curves and establishes an 
equilibrium rate of interest and level of income. How is the equilibrium 
affected by: (a) an increase in the marginal propensity to consume; (b) 
the movement of the 1-1 curve to the left; and (c) an increase in the sup- 
ply of money? 



part seven 

Applications of 
Monetary and Fiscal Policy 




chapter twenty-six 


SOME CURRENT ISSUES 
OF MONETARY POLICY 


We are already familiar with the use of monetary policy to influence 
the level of expenditure and income. One major problem that arises in 
connection with the administration of monetary policy pertains to the 
effect of changes in the rate of interest upon the rate of investment and 
the possible discriminatory effects that may be involved. Another impor- 
tant problem relates to the obstructions to monetary policy caused by the 
shifts in the public’s liquidity preferences as they affect the demand for 
money. We shall examine each of these problems in turn. 

Response of Investment to Changes in the Rate of Interest 

The analysis of the last two chapters, dealing with the determinants 
of the level of income, depends for its fundamental validity upon the 
assumption that investment is substantially responsive to the rate of in- 
terest. Consequently monetary policy may be used to change the rate of 
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interest and thus affect the level of investment, income, and employment. 
The question now before us is whether or not, in real life, monetary 
policy actions can and do cause changes in the rate of interest which 
actually influence the rate of investment. 

Critics of the use of monetary policy are impressed by the well-known 
difficulty during depressions of driving interest rates down far enough 
to induce a significant increase in the level of investment. They are also 
impressed by the argument that tight money policies of the central bank 
cannot or dare not raise interest rates enough to restrain investment in 
time of booms. Consequently these critics conclude that monetary policy 
is ineffective and useless as a corrective for both depressions and booms. 
Two separate questions are raised by this point of view. First, are changes 
in market rates of interest in response to monetary policy actions sub- 
stantial and significant? Secondly, do such changes in the market rates 
of interest that result from monetary policy actions so affect investment 
decisions as to support the assumption that monetary policy can effec- 
tively influence investment decisions and, through that effect, influence 
the level of expenditure and income? 

Interest rate responses to monetary policy actions. The modest nature 
of the changes in interest rates between periods of high and low rates 
that accompany contracyclical monetary policy actions may be seen in 
Table 26.1. 


Table 26.1 

Interest Rates During Periods of Tight and Easy Money Policy * 


Date 

Policy 

Bank Rates 

on Short- 

U. S. Three- 

U.S. Bond 

AAA Cor - 



Term Business Loans 

Month 

Yield 

porate Bond 



in 19 Leading Cities 

Treasury 


Yield 



Outside of New York 

Bill Rate 





Smallest 

Largest 






Loans 

Loans 




June 1953 

Tight 

4.98% 

3.53% 

’ 2.11% 

3.09% 

3.40% 

Dec. 1954 

Ease 

4.92 

3.31 

1.14 

2.57 

2.90 

Dec. 1955 

Tight 

5.01 

3.75 

2.54 

2.88 

3.15 

Dec. 1956 

Tight 

5.32 

4.20 

3.21 

3.43 

3.75 

Sept. 1957 

Tight 

5.67 

4.69 

3.53 

3.66 

4.12 

June 1958 

Ease 

5.45 

3.95 

.83 

3.19 

3.57 

Jan. 1960 

Tight 

6.00 

5.21 

4.43 

4.37 

4.61 

Dec. 1960 

Ease 

5.90 

4.82 

2.27 

3.88 

4.35 


* Compiled from the Federal Reserve Bulletin. 


Between periods of easy and tight monetary policy, changes in bank 
rates on short-term business loans were very small One must add, how- 
ever, that even though banks’ customer loan rates are sticky, changes in 
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other requirements placed on borrowers in times of tight money may 
raise the cost of borrowing by an amount greater than that indicated by 
the nominal rate changes. U.S. Treasury bill rates, which are of little 
direct importance to business borrowers, tended to fluctuate rather widely 
between times of monetary tightness and ease. On longer-term securities, 
interest rate changes lie somewhere between changes in Treasury bill 
rates and customers' loan rates. Finally, since 1953, the whole range of 
interest rates has undergone a kind of secular increase, standing some- 
what higher during each period of ease and tightness than during like 
preceding periods. 

Does investment respond to changes in the rate of interest? Critics 
of the use of monetary policy to influence total expenditure support their 
views not only by pointing to the moderate range in the market rates of 
interest between periods of monetary tightness and ease, but by pointing 
to the probable fact that in a large number of cases changes in rates of 
interest are not significant in the investment decisions of business. In such 
a case the investment demand is relatively inelastic in respect to the rate 
of interest (the 1-1 curve is very steep). Thus monetary policy labors 
under the double handicap of difficulty in inducing any substantial move- 
ment of interest rates in either direction and lack of responsiveness on 
the part of investors to any interest rate changes. 

The belief that the demand for investment funds is unresponsive to 
changes in interest rates is supported by the following arguments: 

1. Investment decisions of business firms depend upon such broad 
estimates of costs and expected returns that changes in the rate of in- 
terest paid for investment funds are insignificant. This view is supported 
by the well-known absence of business information about marginal costs 
and the resulting tendency to use some form of average costs as a basis 
for entrepreneurial decisions. Consequently, so long as average returns 
promise to exceed average total costs by an acceptable margin, invest- 
ment for expansion will take place. 

2. Investment decisions relating to inventory accumulations depend 
mainly upon the accepted pattern of the relation of inventory to sales and 
upon changes in prices. Consequently, this substantial and variable item 
of investment is unlikely to be sensitive to changes in the rate of interest. 1 

3. Decisions to invest in new equipment are likewise often but little 
affected by changes in interest rates. The uncertainties of obsolescence 
and market changes often cause business firms to refuse to invest in new 
equipment unless it promises to pay for itself in a short space of time 
(three to five years). Interest costs obviously can have but a minor place 
in decisions of this kind. Moreover, when businessmen do attempt to 


1 R. G. Hawtrey has contended that traders are in fact influenced to modify the 
size of their inventory holdings by changes in the interest cost of borrowed funds. 
Cfi his Currency and Credit , 3rd ed. (New York: Longmans, Green & Co., Inc., 1928), 
pp. 24-27, and A Century of Bank Rate (London: Longmans, Green & Co., Ltd., 
1938), pp, 189-195. 
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relate profit expectations to a rate of interest, the rate of interest that 
new investment must earn to justify itself is some “standard” rate rather 
than the market rate of interest. 2 

4. The very large fraction of total investment that is made out of busi- 
ness gross savings, that is, depreciation allowances and undistributed 
earnings, introduces another important area in which the interest costs 
are unlikely to influence investment. 

These arguments that interest rate changes can have but a modest 
influence upon investment are supported by the testimony of business- 
men themselves and by records of their decisions. 3 

There remains one area in which investment is likely to respond to 
changes in the rate of interest. Investment in long-term capital such as 
housing and other construction, and transport and public utilities is 
doubtless sensitive to changes in interest costs. Since such long-term 
investments comprise only about a quarter of the gross investment of the 
country, their response to changes in the rate of interest does not provide 
a very strong case for the influence of interest rates over the general level 
of investment. 

The discriminatory effects of high interest rates. Monetary restraint 
is sometimes criticized as being discriminatory in its impact. Granted that 
it may be somewhat effective, the restraint, it is argued, falls severely 
upon the weaker economic units (small business for example), upon 
housing construction and expenditures of local governments for schools, 
and upon other socially desirable types of investment. In contrast, the 
big firms with market power, can absorb higher interest costs on bank 
loans, evade them by going into the open market, or escape them al- 
together through internal financing. Likewise speculative investments, 
undesirable during booms, are unlikely to be adversely affected by high 
interest rates. 4 Critics of general monetary restraint on the grounds of 

2 Cf. F. A. Lutz, “The Interest Rate and Investment in a Dynamic Economy,” 
American Economic Review , December 1945. Also see Horace G. Hill, Jr., A New 
Method of Computing Rate of Return of Capital Expenditure (New York: Joel Dean 
Associates, 1953), p. 4, where he says that a surprising number of companies had no 
system of evaluating or justifying a capital expenditure, but depended solely upon 
executive “judgment.” 

3 Cf, T. E. Wilson and P. W. S. Andrews, eds., Oxford Studies in the Price Mecha- 
nism (London: Oxford University Press, 1951), pp. 27-30 and 51-67. Also see 
J. Franklin Ebersole, “The Influence of Interest Rates Upon Entrepreneurial De- 
cisions,” summarized in the American Economic Review , Supplement, March 1938, 
pp. 74-75. For a review of these and other studies of the effect of interest rates on in- 
vestment, see W. H. White, “Interest Inelasticity of Investment Demand,” American 
Economic Review , September 1956, pp. 563-587. 

4 Cf. John K. Galbraith, “Administered Prices and Monetary-Fiscal Policy,” in 
Money and Economic Activity , 2nd ed., ed. L. S. Ritter (Boston: Houghton Mifflin 
Company, 1961), for a strong argument against monetary restraint on the grounds of 
its discriminatory effects. For a contrary view, cf. G. L. Bach and C. J. Huizenga, 
“The Differential Effects of Tight Money,” American Economic Review , March 1961, 
pp. 52-80. 
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discriminatory effects would limit monetary restraint to selective controls, 
aimed at limiting the extension of credit to selected economic areas, with 
the main reliance put on fiscal policy restraint . 5 

The effect of interest rate changes on profit expectations. Even 
though, under given conditions of expectations, the demand for invest- 
ment funds is not “interest elastic,” it may still follow that the level of 
investment responds to interest changes. For example, a rise in money 
rates, known to have been induced by conscious central bank policy, in- 
creases the uncertainty as to both the future rate of interest and the fu- 
ture availability of funds. This growth of uncertainty must surely dim 
expectations and induce increased caution in the current investment 
thinking of businessmen. In such a case the demand curve for investment 
funds moves to the left . 6 

Those who oppose the use of monetary policy as a means of credit 
restraint on the grounds that the rate of investment is insensitive to the 
moderate changes in interest rates commonly associated with tight money 
policy, raise yet another serious objection. They grant that if the rate of 
interest were raised to extremely high levels, investment demand would 
fall. However, they do not find the cause of such restriction of invest- 
ment in the final cutting off of recognizably marginal investment projects, 
as higher interest cost overcomes the expected marginal advantage. 
Rather, they see the result as arising from the shock effect of excessively 
high interest rates, and the accompanying collapse of security prices, on 
business expectations . 7 What this means is that to be successful, restric- 
tive monetary policy involving high interest rates will operate by reduc- 
ing business expectations and moving the investment demand curve (I-I) 
to the left. This result may precipitate a collapse which subsequent easy 
money policy efforts are powerless to reverse. Thus monetary restraint 


5 Cf. Joint Economic Committee of Congress, Staff Report on Employment , Growth, 
and Price Levels, December 24, 1959, pp. 362-368 and pp. 378-385, for a discussion 
of this question. The report concludes that there is little clear evidence to support the 
claim that small business bears more than its proportional share of the pressure of 
monetary restraint. Likewise, although housing-construction finance suffered from in- 
terest ceilings on VA and FHA insured loans during tight money periods, and similar 
ceilings on interest payments on state and local government bonds sometimes made 
difficult the financing of local government construction, the evidence of discriminatory 
pressure of tight money in these areas is far from conclusive. 

6 Cf. H. F. Lydall, “The Impact of the Credit Squeeze on Small- and Medium-Sized 
Manufacturing Firms,” Economic Journal, September 1957. Of the medium-sized 
business firms surveyed, 35 per cent answered that in one way or another their capital 
expenditures had been reduced as a result of the credit squeeze. The interesting thing 
was that nearly one-half were restrained by a fear of the adverse effect of the credit 
squeeze on their customers. Among the 151 firms that reported some restraint in 
capital expenditures 36 emphasized increases in borrowing costs whereas 109 were af- 
fected by reduced credit availability, and 6 by both. 

7 Cf. Lydall, op. cit, and A. H. Hansen, Monetary Theory and Fiscal Policy (New 
York: McGraw-Hill Book Company, Inc., 1949), p. 161. 
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on investment is too dangerous a weapon to be tolerated. According to 
this view, therefore, fiscal policy restraint and selective credit controls 
provide the only safe method for applying brakes to an overexuberant 
economy. In passing, it is appropriate to observe that those who decry 
the use of monetary restraint on the grounds that modest interest rate 
changes are ineffectual quite generally stress the importance of low in- 
terest rates as a necessary condition of an investment level adequate to 
insure economic growth. 

Monetary Policy and Credit Availability 

In spite of the arguments advanced to show that investment does not 
respond substantially to changes in interest rates, we should not sum- 
marily dismiss monetary policy as a useless tool. On the contrary, there 
is excellent reason to believe that monetary policy is not only useful but 
is often an indispensable device for promoting economic stability. 

Credit availability affects the rate of investment. To understand the 
significance of monetary policy as a device for economic control let us 
examine the case of reasonable prosperity, with profit expectations high 
and with precautionary motives for holding cash at a low level. To avoid 
inflation under such conditions investment must be so restrained that the 
growth in money income matches the growth in output. Such restraint is 
made entirely possible by placing appropriate limits upon the rate of ex- 
pansion in the supply of money. There can be no doubt that a restrictive 
monetary policy can prevent an expansion of money beyond the limits 
needed for economic stability. Even when the push-pull effect of rising 
wages and rising prices threatens to drive up the price level, the increase 
can be avoided by careful monetary restraint. For unless business can 
obtain additional loan funds out of which to pay higher wages, wage 
increases will be held in check . 8 

What, we may ask, is the manner in which monetary restraint imposes 
limits upon investment? As we know, tighter money reduces the loan 
funds made available by commercial banks and tends to raise interest 
rates. But, as we also know, there are many areas of investment in which 
higher interest rates, in themselves, may not discourage investment de- 
mand. What actually happens is that the shortened supply of investment 
funds is rationed out among borrowers by some method other than by 
high interest rates. Lenders, confronted by a short supply of funds, do 
not auction those funds off to the highest bidder among the would-be 

8 Cf. D. H. Robertson, Three Banks Review , March 1949, as quoted by R. S. Sayers 
in Oxford Studies in the Price Mechanism , edited by T. Wilson and P. W. S, An- 
drews, p. 9. The present prevailing opinion is that monetary restraint under conditions 
of cost-push inflation may result in intolerable levels of unemployment. 
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borrowers. Why is this so? First, the loan market being what it is, specu- 
lative borrowers would tend to outbid the more conservative. Therefore, 
the auction of funds to the highest bidders would expose lenders to en- 
tirely unsatisfactory hazards. For this reason credit rationing must be 
and is used by lenders as a method for allocating a limited amount of 
loan funds in a market full of eager would-be borrowers . 9 Thus, when 
money is tight, lenders simply ration out the funds to whom they con- 
sider the best borrowers. Commercial banks, for example, when con- 
fronted by a shortage of reserves, higher central bank discount rates, and 
pressure to restrain credit expansions, simply devote their limited loan 
funds to satisfying the most pressing needs of their best customers. Each 
applicant's record with the bank is scrutinized. Does he repay loans 
promptly? Is he a genuinely good credit risk? Does he normally carry a 
balance on deposit with the bank that is “satisfactory" and appropriate 
in the light of his loan requirements? Applicants turned down are told, 
quite rightly, that loan funds are not now available . 10 At some later date, 
when money is more plentiful, they may reasonably expect to be accom- 
modated. Thus the availability of funds determines the total amount of 
investment funds that can be borrowed at any given time. Credit ration- 
ing rather than the auctioning off of funds to the highest bidder is the 
established manner for determining who shall obtain funds and who shall 
be relegated to membership in the group sometimes referred to as the 
fringe of unsatisfied borrowers. Thus we see that monetary restraint limits 
the rate of investment even though interest rates may not rise enough 
to cut off the borrower. 

As a practical matter, central banks, mindful of their responsibilities 
as lenders of last resort to the money market, generally prefer to apply 
gradual pressure when imposing restraint. Thus they raise their discount 
rates and compel banks to go into debt in order to obtain funds to lend. 
As a result, rising interest rates reflect tighter money conditions and 
there arises restraint on investment both from higher costs of borrowing 
and from credit rationing by the bank. The effect of rising interest rates, 
however, appears in still another quarter. Nonbank lenders, both institu- 
tional and individual, become more reluctant to lend as interest rates 
begin to rise and security prices fall. Security underwriters or investment 
bankers shy away from handling new security issues at a time when 
falling security prices threaten their profit margin. Rising interest rates, 


9 Cf. Howard S. Ellis, “The Rediscovery of Money,” Money , Trade, and Economic 
Growth (New York; The Macmillan Company, 1951), pp. 254-255. 

10 Cf. E. Sherman A dam s, Monetary Policy and the Present Credit Situation , Amer- 
ican Bankers Association, 1955, for the reports by bankers that the Federal Reserve 
shift to a tighter money policy in 1955 had influenced them to be more selective in 
making loans. 
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therefore, may create an effective barrier to long-term business borrow- 
ing. In this case it is not so much that high interest rates discourage the 
borrower as it is that rising rates, by stimulating the speculation motives 
of money lenders, cut off the supply . 11 This rationing effect in the security 
markets strongly supports the high-interest deterrent itself on the de- 
mand for funds for long-term investment purposes. Not only are new 
securities hard to market in periods of rising interest rates, but borrowers 
may postpone borrowing in the expectation of more favorable rates later 
on. 

Monetary ease and the rate of investment. If a monetary policy of 
restraint can be made effective by reducing the availability of funds and 
inducing credit rationing, can the reverse be said of credit ease? In the 
case of a mild recession in business a prompt policy of monetary ease 
makes possible the accommodation of borrowers who previously were 
unable to get funds. So long as the recession is mild, long-run profit ex- 
pectations will remain relatively firm and investment will expand in re- 
sponse to the increased availability of funds. Therefore, monetary policy, 
quickly and positively shifted to meet the changes in business, can pro- 
vide a ready means for encouragement of investment in time of slump. 

Obviously emphasis is needed on the matter of proper timing of mone- 
tary policy. Mild restraint promptly applied before speculative aspects 
of a boom develop too far is a delicate yet powerful means of restraint. 
Likewise, when employment and income threaten to decline, monetary 
policy may be shifted to one of ease. Its greatest attractiveness rests in 
its flexibility and ready adaptability to changing conditions as they arise, 
and its freedom from many of the political handicaps that beset fiscal 
policy. 

The Consequences of Dishoarding of Idle 
Cash Balances ( M2 ) on Effectiveness of 
Restrictive Monetary Policy 

Insofar as central bank policy can prevent an expansion in the supply 
of money by commercial banks, and other funds going into the loan mar- 
ket are restricted to current planned savings, monetary restraint can effec- 
tively hold the level of expenditures in check. But, as we learned earlier, 
the increase in interest rates that accompany monetary restraint tends 
to overcome pre-existing liquidity preferences and to induce holders of 
idle cash balances (M2) to offer them in the loan market. The result is 


11 In support of this see Robert V, Roosa, “Interest Rates and the Central Bank/' and 
Allan Sproul, “Changing Concepts of Central Banking," both in Money , Trade and 
Economic Growth (New York: The Macmillan Company, 1951). 
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an increase in the velocity of money, which permits expenditures to con- 
tinue to rise in the face of a fixed supply of money. Therefore it may not 
be enough merely to prevent an expansion in the quantity of money. In- 
stead, effective restraint may require a contraction in the supply of money 
to offset increased velocity. But any sizeable contraction in the money 
supply involves a degree of harshness which central bankers are reluctant 
to invoke. Failure to take such rigorous action means that the drawing 
of idle M 2 balances into active circulation permits, for a time, a con- 
tinued rise in expenditures. 

There are several well-recognized channels through which idle bal- 
ances, responding to higher rates of interest, find their way into active 
circulation. First, as we learned when studying bank portfolio questions, 
commercial banks, like other financial institutions holding readily market- 
able government securities, can and do sell them to the public when loan 
funds are scarce and in heavy demand. The public is induced to exchange 
idle cash balances (Mo) for securities as they fall in price and increase in 
yield. The funds obtained are then lent to borrowers who are active 
spenders. Secondly, business firms, confronted with scarce funds and 
higher interest rates, spend their own cash funds down to a narrower 
margin. Thus they reduce the proportion of their cash balances to their 
expenditures. Furthermore, for a time during the tight money period 
of 1955-1956, corporate treasurers economized their cash by using part 
of their funds to increase their holdings of Treasury bills. The advantages 
to the corporation in obtaining the substantial interest yield from pur- 
chased bills overcame the disadvantages of the slight reduction in liquid- 
ity. 

The nonbank financial intermediaries. There has been much concern 
expressed over the possibility that such non-bank financial intermediaries 
as savings banks, savings and loan associations, and pension funds can 
provide a limitless source of loan funds that is entirely outside the re- 
straining influence of the central bank. 12 This concern arises from the 
realization that these institutions attract the cash savings of the public 
by offering security, a high degree of liquidity, and earnings. As creators 
of near money they can conyert what might otherwise be idle cash 
hoards of current and past savings into loanable funds. This is of course 
exactly what these institutions are designed to do. Furthermore it is un- 
doubtedly true that the rise in the velocity of money since the end of 


12 Cf. John G. Gurley and Edward S. Shaw, Money in a Theory of Finance (Wash- 
ington, D.C.; The Brookings Institution, 1960); John G. Gurley, “Liquidity and Finan- 
cial Institutions in the Postwar Period,” Study of Employment , Growth and Price 
Levels , Study Paper No. 14, January 25, 1960; and R. S, Sayers, “Monetary Thought 
and Monetary Policy in E nglan d,” Advancement of Science , November 1960, pp. 303- 
312. 
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World War II was facilitated and encouraged by the rapid growth of 
these financial intermediaries. This growth was in turn made possible by 
the postwar appearance of lucrative real estate loan outlets arising from 
the sustained high level of housing construction. 

In evaluating the threat to a policy of monetary restraint presented by 
these intermediaries one must remember that the postwar increase in 
velocity of money started from the abnormally low level of velocity of 
the war period when idle cash holdings reached extremely high propor- 
tions. Consequently, two things have occurred since 1945. First, there 
has been a gradual release, by both business firms and by individuals, of 
the excessive cash hoards which had accumulated during the war and 
the easy money period that followed. This release has been encouraged 
by the active efforts of banks, insurance companies, and other loan 
agencies which carry heavy inventories of government securities to sell 
such securities in order to get funds for business loans. This process 
activated large quantities of idle funds (M 2 ) by channelling them into 
the hands of business and other borrowers. Secondly, because of the 
strong demand for investment funds, the savings intermediaries have 
actively encouraged savings and the prompt transfer of such savings into 
the loan market by offering interest-bearing deposits of obvious conven- 
ience and liquidity. This process of converting idle liquid cash into loan 
funds and its accompanying increase in the velocity of money has been 
a gradual one since 1950. The income velocities for various years appear 
in Table 26.2. 

The velocity figures indicate that the rise in velocity during the 
1951-1961 period restored income velocity to the same level as that of 
the predepression, prosperous, high-interest-rate days of the 1920’s. There 
can be no doubt that the emergence of cash hoards, resulting in the post- 

Table 26.2 

Variations in the Income Velocity of Money * 



GNP 


GNP 

Year 

M 

Year 

M 

1929 

3.50 

1955 

2.90 

1945 

2.07 

1956 

3.00 

1950 

2.49 

1957 

3.16 

1951 

2.71 

1958 

3.13 

1952 

2.73 

1959 

3.32 

1953 

2.81 

1960 

3.46 

1954 

2.74 

1961 

3.52 


* Computed from data appearing in the Federal Reserve Bulletin. The money stock 
for each year was taken as the average of the stock of money (adjusted demand de- 
posits plus currency outside of banks) at the beginning and end of the year, except 
for 1929 when the June figure was used. 
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war rise in income velocity, increased the complexity of monetary man- 
agement. However, the rise was gradual enough to permit the taking of 
compensating restrictive actions. Furthermore, contrary to the fears some- 
times expressed, it seems probable that there is some limit beyond which 
the velocity of money cannot rise, provided that public confidence is not 
destroyed by excessive inflationary money increases. 

There must necessarily come a time when the supply of idle cash 
balances (M 2 ) that can be drawn into active circulation will be ex- 
hausted. Nothing in either theory of experience supports the view that 
the process is limitless. 13 

Countercyclical monetary policy and velocity changes. The problem 
which we have been considering is mainly concerned with the question 
of whether or not attempts by monetary policy to contain a sustained 
increase in expenditures such as we experienced during much of the 
1950’s can be successful in the light of velocity changes. There is yet an- 
other serious question raised by velocity changes in the application of 
monetary policy to counteract cyclical fluctuations. For example, easy 
money policy during depression often takes the form of large-scale open 
market purchases of government securities by the central bank or by 
reduction of bank reserve requirements. In either case banks find them- 
selves with excess reserves which they normally utilize to purchase short- 
term and intermediate-term government securities, thus driving down 
interest rates and putting additional money (Mo) into the hands of the 
bond sellers. This is the correct action for the central bank to take to 
resist depression. However, when depression ceases and is replaced by 
inflationary and excessive expansion in business, the central bank is con- 
fronted again by the problem of velocity. When it attempts to apply re- 
straint on the money supply, it finds that, for a considerable time, loan 
funds are finding their way into the active loan market by the dishoard- 
ing of the idle M 2 balance which the public acquired during the preced- 
ing depression period. Consequently, mild and gradual restraint, which 
central banks prefer to use at such times, is likely to appear ineffective. 
The money created during depression in an attempt to stimulate invest- 
ment spending now emerges into active use through the channels we 
have been discussing. Only when the idle balances are exhausted will 
monetary restraint begin to take serious effect. Therefore, there is a con- 
siderable and perhaps fatal time lag in the effectiveness of restraint. 

13 This view is not accepted by those who hold that financial nonbank intermedi- 
aries are able, alm ost without limit, to create loan funds by offering favorable interest 
payments to savings depositors and holders of saving and loan shares. Cf. Gurley and 
Shaw, op. cit ., and R. S. Sayers, op. cit. In support of the view that nonbank financial 
intermediaries are unlik ely to expand loan funds rapidly or substantially during boom 
periods cf., Ezra Solomon, "The Issue of Financial Intermediaries,” in L. W. Ritter s 
Money and Economic Activity , pp. 327-333. 
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The lesson from this, of course, is that central bank efforts to create 
monetary ease during depression must not go so far as to create a dan- 
gerous and unmanageable oversupply of cash in the publics hands. 
Rather, if the central bank were to limit its expansion of bank reserves 
(and the money supply) to an amount roughly equal to the rate of long- 
run growth in monetary demand, it might achieve adequate ease during 
depression without an embarrassing glut of funds to deal with during 
the subsequent expansion period. On the other hand, occasions may 
arise during depressions which demand massive doses of additional 
money in order to break through the stubborn resistance of interest rate 
inflexibility and the indifference of business borrowers. In such a case a 
rigid adherence to some formula based on the long run growth needs 
may be entirely inadequate to meet the requirements of the times. To 
prevent the redundant money supply from hampering the central bank’s 
efforts to impose restraint during subsequent periods of recovery, the 
authorities must be prepared to anticipate the development of overexpan- 
sionary movements in the economy and to reverse easy money policies 
before expansion reaches its peak. This is of course a difficult task for it 
involves decisions based on complex and incomplete evidence. It is this 
problem which raises the issue between those who would have central 
bank policy regulated by some rule rather than by discretionary deci- 
sions of the central bank authorities. 14 


Questions for Study 


1. Criticisms of monetary policy as a method of influencing expenditure and 
income include: 

a) The range of change in interest rates between times of tight money 
and easy money policies is too small to be effective. Examine Table 
26.1. 

1. What do you find about the variation in the several series of 
market rates of interest? 

2. Which rates show the greatest change? Which the least? Can 
you explain the difference? 

b) The investment decisions are mainly made without concern about the 
rate of interest. 

1. Does the evidence support this? 

2. If it is true, why is it? 

3. If it is true, does this rob monetary policy actions of effective- 
ness? 


14 Cf. Paul Samuelson, “Reflections on Central Banking," The National Banking 
Review , I, No, 1 (September 1963), pp. 15-28. 
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c) Monetary restraint discriminates against small business, housing, and 
schools. Why? What does the evidence seem to show? 

d) Monetary restraint operates mainly through its effect on business ex- 
pectations. Explain. 

2. a) What is the credit availability argument in support of monetary policy? 

b) How does this argument help to explain the moderate changes in mar- 
ket rates of interest? 

c) What is the "fringe of unsatisfied borrowers”? 

d) How does tight money policy restrain new security issues in the capi- 
tal market? 

3. If credit rationing, rather than price rationing of loan funds by changes in 
the rate of interest, explains the manner in which monetary policy actions 
are made effective, can you defend such rationing by private lenders against 
the preferences of some for the use of selective credit rationing by public 
authority? 

4. How may commercial banks and insurance companies escape the effects of 
monetary restraint? 

5. What are nonbank financial intermediaries? 

a) It is sometimes claimed that their actions can nullify restrictive ac- 
tions by the central bank in times of boom. Explain. 

b) What effect do these intermediaries have on the velocity of money? 

6. Why may an active policy of monetary ease during depression make diffi- 
cult restrictive central bank action during a subsequent boom? 



chapter twenty-seven 


THE PLACE OF FISCAL POLICY 
IN ECONOMIC STABILIZATION 


We are already familiar with the forces that govern the supply of money 
and their relation to the level of income, employment, and prices. In the 
light of these relationships we considered the limitations of monetary 
policy, as exercised through the Federal Reserve System, in the search 
for economic and price stability. We found that in both periods of exces- 
sive expansion and contraction in the economy, control measures were 
weakened by related shifts in liquidity preferences and consequent 
changes in the velocity of money. Therefore it is necessary that there be 
included in the arsenal of weapons for combatting economic instability 
the direct force of government expenditures. In other words, fiscal policy 
must be made a part of the equipment for controlling the level of income. 
Because it can be used to offset undesirable changes in expenditures 
that develop in the private sector of the economy, it is useful for mod- 
erating both booms and depressions. 

Meaning of fiscal policy. Fiscal policy is concerned with revenues 
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and expenditures of government. Quite understandably, state and local 
governments are in no position to adapt their own fiscal practices to the 
promotion of the general national welfare. Consequently, only Federal 
fiscal policy can be used in promoting stability and full employment. 

Fiscal policy and economic stabilization. Unlike the credit policy of 
central banks, which is mainly limited to changing the cost and avail- 
ability of loan funds in the money market, fiscal policy can be used more 
directly to vary the flow of money income. During booms, for example, 
an excess of taxes over governmental expenditures tends to absorb part 
of the excess money supply and dampen down the rate of spending. 
During depressions an excess of expenditures over taxes tends to expand 
the flow of money income. 

Fiscal policy as a means for influencing the flow of income may involve: 
(1) a change in the level of taxes; (2) a change in the level of govern- 
ment expenditures; or (3) a combination of the two. Whether the method 
of applying fiscal policy to the problem of economic stabilization takes 
the form of changing taxes or changing the level of government expendi- 
tures, the basic consequences are the same. To impose restraint, increased 
taxes or reduced expenditures tend to result in a surplus of tax revenues 
over expenditures. To encourage expansion, reduced taxes or expanded 
government spending tends to cause a deficit of revenue as compared to 
expenditures. Thus restraint through fiscal policy tends to operate through 
surpluses of tax receipts held by the Treasury. Expansion policy tends 
to operate through the appearance of a cash deficit. 1 It is important that 
we understand the stabilization effects of both methods of applying fiscal 
policy. 

In the case of fiscal restraint through the accumulation of a budgetary 
surplus, it is important that the Treasury make proper use of the funds 
so accumulated lest the restrictive effect be lost. For example, so long as 
the Treasury hoards the surplus in unspent idle cash balances, the re- 
strictive effect is fully felt. But the Treasury will normally wish to reduce 
the debt burden by retiring part of it. This presents a number of possi- 
bilities: 


1 One should remember that an excess of cash receipts or of cash expenditures is 
of the essence of fiscal policy influence upon total expenditures and the flow income. 
Because certain cash receipts, such as social security taxes, are not a part of the official 
bookkeeping (or administrative) budget receipts but are paid directly into trust ac- 
counts held by the Treasury, and because payments out of such accounts are not a 
part of budgetary expenditures, the bookkeeping budget may show a deficit at a time 
when cash receipts of the Treasury are in excess of expenditures. Similarly, at times, 
the expenditures of cash may exceed the bookkeeping expenditures if depression 
causes a drawing down of social security trust funds for unemployment insurance 
payments. Obviously it is the cash rather than the bookkeeping budget position of the 
Treasury that has significance for stabilization purposes. 
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1. The Treasury might retire U.S. securities held by commercial banks 
by exchanging part of its tax and loan accounts in commercial banks 
for the securities. This would reduce the volume of checking accounts, 
reduce bank reserve requirements, and result in excess reserves in the 
banking system. Assuming that excessive business prosperity is the rea- 
son for the restrictive fiscal policy, the appearance of excess reserves in 
commercial banks invites private loan expansion, which nullifies the ef- 
fects of fiscal restraint. Clearly, this method for disposing of Treasury 
surplus cash funds must be fortified either by central bank reduction of 
bank reserves or else by the reduction of bank reserves by the Treasury's 
use of part of the surplus to retire securities held by the central bank. 

2. The Treasury might buy or call some of its securities held by the 
general money market. But this too would defeat the efforts to restrain 
private expenditure by providing money lenders with the funds pre- 
viously taken out of the market. Here again fiscal policy will hardly re- 
strain investment and consumers' expenditures without supplemental 
assistance from the monetary authorities. 

This means that fiscal policy as a restrictive device cannot be divorced 
from monetary restraint. 

Stabilization through adjustment of taxes. Because the Federal 
budget is now of such enormous proportions, the use of fiscal policy as 
a stabilizer may be concentrated upon the adjustment of taxes rather 
than changes in the level of governmental expenditures. Thus, to combat 
depression, tax revenues should be reduced. With no reduction in gov- 
ernment spending the reduction in taxes tends to create a deficit which 
must be made up by new bank credit and by borrowing uninvested 
savings. So long as employment and income are below the desired level, 
deficit financing should continue. On the other hand, during inflation, 
tax revenue should be increased to provide a surplus and thus check 
expansion. 

Increased taxes restrict spending by consumers, reduce profit expecta- 
tions, and discourage investment spending. However, such tax increases, 
and the resulting Treasury surplus, may not be sufficient to outweigh 
other favorable factors, with the result that investment may not be 
checked after all. In this case monetary restraint must be called in to 
provide the necessary investment restraint. On the other hand, as an 
encouragement to business expansion and private investment, a reduction 
of business taxes and taxes upon consumers tends to increase profit ex- 
pectations. 

More specifically, how do changes in taxes affect the level of income 
and expenditure? First, in respect to the consumers, a change in taxes 
affects their disposable incomes. Higher taxes, for example, reduce dis- 
posable incomes and tend to reduce consumption expenditures; although 
to some extent savings may be reduced instead. Similarly, tax reductions 
increase disposable incomes and encourage consumption expenditure. 
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Because the marginal propensity to consume is believed to be higher 
for small income receivers than for consumers with relatively large in- 
comes, advocates of stabilization through adjustment of taxes often favor 
concentrating tax changes largely upon smaller income receivers. Thus, 
to counteract inflation, personal tax exemptions might be lowered. To 
combat depression, a rise in personal exemptions would be in order. The 
attractiveness of such a method of tax adjustments is lessened by the dis- 
crimination against the small income receiver that is involved. It is hard 
to justify singling out the small tax-payer for greater tax burdens during 
inflation merely because of his inability to draw upon his savings to ab- 
sorb the tax, as can his more fortunate brethren with higher incomes. 

Assuming a given level of government expenditures, how will changes 
in the level of taxes affect the rate of investment? This is an important 
question because changes in investment are highly significant causes of 
changes in income. First, an increase in the rate of taxation on business 
profits obviously reduces after-tax revenues of business. A decrease in 
taxes on profits increases after-tax revenues. Therefore, because business 
profit expectations are vital determinants of investment spending, changes 
in business taxes must have some effect on investment. However, when 
profits are already at a low level because of severe depression, tax relief 
benefits may not prove very significant. Also, when business is booming 
and profits are high, any practicable change in business taxes is unlikely 
to discourage investment. Consequently advocates of the use of fiscal 
policy to influence the level of income are but little concerned with the 
use of changes in business taxes as a countercyclical tool. Rather, they 
concentrate their main attention on tax changes designed to modify con- 
sumers" disposable (after tax) incomes, 

A reduction in taxes on personal income has the effect of increasing 
disposable personal income available for consumption spending. Assum- 
ing the marginal propensity to consume is less than 1 (for example .8), 
consumption spending will be increased by the appropriate fraction of 
increased disposable income. The remainder will go into savings. Any 
resulting rise in consumer expenditure will tend to encourage business 
investment, first in inventories to replace depleted stocks, and eventually 
in increased productive capacity. But such a revival in investment is 
by no means certain. During slumps, a revival in investment in inven- 
tories and in new capacity may lag behind an increase in consumption 
expenditure by a considerable period. And, because expectations are 
fragile and uncertain, it is entirely possible that a deficit-financed rise in 
consumer spending may actually have an adverse effect, should any 
sizeable apprehensions over a mounting government debt appear. Con- 
sequently, one cannot confidently rely on a tax reduction on consumers 
to so stimulate private investment as to reverse a decline in income and 
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employment. To the extent that a favorable effect on investment does in 
fact result from tax reduction there arises a pump priming effect which 
helps to stimulate recovery and to increase income. 

Regardless of whether or not a reduction in personal taxes stimulates 
investment, the income results are beneficial. The rise in consumer spend- 
ing induced by tax reduction will in itself generate increases in income, 
output, and employment. For as we know, the multiplier effect from the 
injection of new money into the income stream arises not only from in- 
vestment spending but also from increased spending by consumers or by 
the government as well. 

Let us now consider the effect on the behavior of income of increased 
personal taxes. Higher taxes leading to budgetary surpluses tend to re- 
duce consumers’ disposable income and dampen consumers’ expenditures. 
In periods of prosperity, however, this restraining effect may be offset to 
some extent by a rise in consumer credit and by a reduction in saving. 
But even more important is the question of how a fall in consumers’ dis- 
posable income affects investment. If business expectations are highly 
favorable, modest budgetary surpluses are unlikely to reduce major in- 
vestment plans and operations. Only when the cutback in consumption 
becomes severe will business investment decisions, based on long-run 
optimistic planning, be reversed. But such a reversal runs the risk of 
bringing on an uncontrollable collapse. Tight money policy as a method 
of restraint on business booms is sometimes criticized as ineffective un- 
less pushed to the point where security prices collapse and business con- 
fidence is seriously undermined. It appears that fiscal policy restraint on 
investment booms is subject to the same criticism. In this respect the 
criticism against fiscal as opposed to monetary restraint is even more 
justified in that fiscal policy imposes restraint on investment almost en- 
tirely by reversing business profit expectations. Monetary restraint, on 
the other hand, imposes restrictive pressure on investment in large meas- 
ure by making loan funds hard to get and by thus requiring the money 
market to ration limited funds among investment borrowers. The result- 
ing increase in the size of the fringe of unsatisfied borrowers provides 
investment restraint with a minimum disturbance to expectations. 

The problem of introducing flexibility into Treasury revenues. To in- 
troduce appropriate countercyclical variations in Treasury tax receipts 
requires some dependable method of adjustment to current circum- 
stances. Ideally, the adjustment of taxes should be automatic, or “built 
in.” To a very considerable degree such built-in flexibility is provided by 
our social security taxes, personal income taxes, and corporate income 
taxes. Revenues provided by these types of taxes tend to rise and fall 
with changes in the national income. This effect is supplemented by 
automatic increases and decreases in certain government transfer pay- 
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ments such as unemployment insurance benefits, retirement pensions, 
and agricultural price supports. These automatic stabilizers have the 
merit of immediate effectiveness and freedom from short-run political 
decisions. 

The automatic stabilizers can hardly be relied upon to be powerful 
enough to insure a reversal of strong cyclical movements in business. 
Consequently most advocates of fiscal policy efforts at stabilization favor 
stronger discretionary measures that involve changes in the rate of taxa- 
tion and the level of government expenditures. Because of the delays 
involved in congressional tax actions, the use of formula flexibility in tax 
rates seems desirable. This would involve the establishment by Congress 
of tolerable limits to unemployment and to inflation and deflation and 
the authorization that qualified administrative authorities instigate de- 
sirable tax rate changes. Such delegation of power over taxes by Con- 
gress, however, appears a remote possibility. The inflationary bias of 
political decisions is closely related to the problem of tax flexibility. Con- 
sequently, brakes upon inflation in the form of higher tax rates will be 
applied reluctantly, if at all. 

Flexible governmental expenditures as a countercyclical tool. The 
root of economic fluctuations appears to lie in variations in the rate of 
private spending. In the section above we examined the possibility of 
offsetting changes in such spending by changing the tax receipts of the 
Treasury. We saw that shrinkage in private investment, producing a de- 
cline in income and employment, may be partially offset by tax reduction. 
In spite of its attractive possibilities, tax reduction may be inadequate to 
offset income shrinkage. As we know, increases in disposable income re- 
sulting from lowered taxes on consumers may be salted away in cash 
hoards or savings to await more promising times. Also, reductions in 
business taxes, although happily received by business, may be of little 
real use in stimulating expenditure if profits are nonexistent or if pros- 
pects of future profits look dim. Furthermore, tax reduction, by itself, 
cannot improve the income position and the consuming power of those 
unfortunate enough to be unemployed. 

It is vital, therefore, that there be some positive means for restoring 
income to those who have lost it through unemployment. There are two 
standard ways to increase the incomes of the unemployed. The first, and 
most important as a source of immediate support to income, is an in- 
crease of transfer payments by the government . 2 The most significant 
countercyclical transfer payments are unemployment insurance benefits. 
These payments provide a partial substitute for income lost through un- 

2 Transfer payments are money payments for which no actual productive service is 
currently rendered. They include, for example, unemployment insurance benefits, relief 
payments, veteran benefits, and the like. 
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employment and constitute a formidable prop to total income during 
depression. Unemployment insurance, like income tax variation, has the 
merit of being built in so that the results appear automatically without 
waiting for congressional action. 

Because of the limited time of coverage by unemployment insurance, 
prolonged and severe depression may require other ways of expanding 
personal incomes through government expenditure. For example, should 
a prolonged depression use up unemployment insurance rights, a need for 
increased flow of relief payments would arise. Such payments, when 
dependent upon Federal assistance, would require congressional action. 

Public works expenditures. Should unemployment continue on such 
a scale as to require Federal expenditures over and above those involved 
in the unemployment insurance benefits, it becomes desirable that some- 
thing tangible and useful should be produced in return for the payment. 
In other words, additional governmental expenditures should leave the 
realm of mere transfer payments and move into the area of public works. 
Here the payments are more defensible since there is no lack of worth- 
while work that needs doing within the area of government responsibility. 
Roads, public buildings, and hospitals, to mention but a few, are chroni- 
cally in short supply. 

Public works also have the advantage of providing useful employment 
in the construction trades and in the industries providing the necessary 
materials, both of which are areas that are hard hit in times of serious 
depression. Although it is unrealistic to expect that public works will fill 
all the gaps of unemployment in the private sector of the economy, at 
least it provides some highly desirable relief. 

To be genuinely effective in expanding investment during depression, 
public works require: (1) proper timing; (2) proper financing; and (3) 
widespread approval in the business and investing community. The need 
for proper timing is obvious. Plans must be ready for rapid use if falling 
private investment is to be offset. At the same time, public works should 
be gradually terminated with the recovery of private investment. Such 
a program calls for long-range planning, since short-run improvisation is 
strewn with pitfalls. 

Proper financing of public works requires measures that will be certain 
to provide a net increase in investment. But unless one visualizes a con- 
tinually rising national debt, ultimate payment by the tax-payers cannot 
be avoided, and the proper timing of such taxes becomes an important 
question. The most promising procedure is to finance part of the expendi- 
ture for public works by expanding the government debt in the form of 
Treasury bills and notes. This policy encourages the banks to use their 
excess reserves as a basis for loan and deposit expansion. Government 
borrowing thus tends to replace private borrowing at the banks. In addi- 
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tion, the issue of government bonds will induce some investment by 
capitalists and institutional investors who otherwise would tend to hoard 
their cash accumulations because of investment uncertainties. The ex- 
pansion of the government debt during depressions calls for its retire- 
ment during better times. Here, again, the timing problem may be a 
difficult one. As a partial alternative to borrowing, the government might 
impose heavier taxes upon large incomes from which arise heavy accumu- 
lations of idle savings during depressions. This action, however, might 
have undesirable psychological results. 

Of quite a different sort is the problem that would attend the use of 
public works or government investment as a means of counteracting 
chronic depression. Some economists have believed that the approach of 
“economic maturity” of the capitalistic system inevitably leads to a con- 
dition of chronic depression owing to the continued lag in private invest- 
ment. This view suggests that long-run economic prosperity and growth 
may eventually require a constant expansion of government investment 
to fill the gap left by the decline of private investment and the continued 
high, full employment propensity to save. 

Finally, the success of public works in promoting recovery depends 
largely upon the approval of the business community. If businessmen 
believe that public works will be beneficial to business, they will respond 
favorably, and in turn will expand their own investments. On the other 
hand, private investment will not be stimulated if businessmen generally 
look upon public works as the height of folly. Indeed, under such circum- 
stances, private investment may well fall below the level that would have 
been maintained in the absence of public works. 

Fiscal policy and the size of the national debt. The use of fiscal policy 
to counteract cyclical fluctuations and unemployment raises some spe- 
cial problems concerning the national debt. To use fiscal policy to combat 
depression there is involved either a decrease in taxes, with a resulting 
budgetary deficit, or an increase in government expenditure. As we shall 
see later, under certain conditions some expansionary effect may be 
achieved by expanding government spending while increasing taxes so 
as to keep a balanced budget. Nevertheless, the effective use of fiscal 
policy to offset depression is almost certain to involve deficit financing. 
On the other hand, to offset inflationary tendencies taxes should be raised 
and, where politically feasible, expenditures lowered, with a resulting 
surplus in the budget. Fiscal policy, as a stabilizer over the cycle, is gen- 
erally incompatible with an annually balanced budget of cash intake and 
outgo. Instead, countercyclical fiscal policy seems to require that the 
cash budget be balanced over the cycle rather than annually. The po- 
litically difficult task of establishing a sufficient surplus during good times 
to offset the deficits of bad times creates a serious barrier to the success- 
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ful use of fiscal policy for stabilization purposes. Moreover, understand- 
ably enough, there is the opposition often raised to any deficits, even an- 
nual ones, made for the purpose of economic stabilization and promotion 
of full employment. Budgetary deficits are associated in the public mind 
with unsound monetary policies, and with good reason in many cases. 
Such opposition can be overcome only by demonstration that such a plan 
for fiscal policy use is soundly conceived and carefully and systematically 
operated without excessive political interference. 

Fiscal policy and secular trends. Goals of policy must go beyond 
cyclical stability alone. The economy must be able to expand at a rate 
sufficient to absorb a growing population and to provide a rising stand- 
ard of living. At the same time it is important that this be accomplished 
without inflation. How, then, is fiscal policy to be related to the problem 
of long-run growth? 

First, should private investment prospects become so rosy that a chronic 
or long-run expansion of an inflationary sort makes an appearance, fiscal 
policy should, on balance, be made restrictive. The most effective re- 
straint involves cash revenues being kept above expenditures over the 
cycle, and long-run debt reduction. On the other hand, if, as some 
economists have feared, there is an approach of “economic maturity” of 
the capitalistic system, with full employment savings in excess of profit- 
able private investment outlets, fiscal policy should move in the opposite 
direction. Government expenditure should exceed revenues, on balance, 
in order that government expenditure might fill the gap left by the 
deficiency of private investment. Such a situation would seem to require 
a long-run increase in the Federal debt and some kind of long-run pro- 
gram of public works as the price of full employment and economic 
growth . 3 

Balanced Budget Fiscal Policy and Economic Stabilization 

The effects of government expenditures upon the level of aggregate 
spending and income flow are not entirely limited, as we have been as- 
suming, to cases in which there are budget surpluses and deficits. In- 
stead, any expansion of government spending may have a tendency to 
increase the income flow and any decline in government spending may 
tend to reduce it, even though the budget remains in balance. Conse- 
quently, in the search for stabilization by use of fiscal policy it is not 
enough to be solely concerned with the size of budgetary surpluses and 


3 Some expansionary effects may be achieved within a balanced budget by long- 
run increases in the level of government spending financed by taxes when the latter 
encroach more upon savings than upon consumption or business investment. 
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deficits. In times of increased government expenditure an expansionary 
potential exists even though the increase is financed out of taxes. 

There are two quite separate reasons for expecting a balanced budget 
increase in government expenditures to be expansionary. First, increased 
expenditures often involve a considerable lag between the time that 
orders are placed and the time of delivery. During this period of lag, 
producers must spend funds obtained from borrowing ( or from their own 
idle cash balances), with a resulting expansion in money incomes. Thus, 
before taxes are levied to make payment for the additional government 
purchases, an increase in the flow of income has already taken place. So 
long, then, as the new rising level of government expenditures is main- 
tained, the effect of the initial outpouring of new income by the pro- 
ducers will continue, subject, of course, to the limitations of the multiplier 
effect. Conversely, a decline in government expenditure, evidenced by 
a decline in new orders to industry, may induce a shrinkage of business 
spending that precedes the decline in taxes. Tax reduction with a bal- 
anced budget must await the final delivery and payment for goods on 
order. 

Secondly, disregarding the lag effect just considered, there is a possi- 
bility that an increase in government taxes to match increased expendi- 
tures may not actually reduce the level of private spending by an equal 
amount. Increased taxes upon consumers may in part result in a decline 
in consumers’ savings. If consumers’ current savings were being hoarded 
because of unfavorable business conditions, their absorption by higher 
taxes for government spending would clearly add to the income flow. 
Or, if consumers’ savings were currently being utilized for business in- 
vestment, their absorption by taxes might well drive the businessman to 
the banks for new bank loans to finance his current investment needs. 
The expansionary results of an increase in government expenditures 
matched by an equal increase in taxes may be understood by a formal 
statement of what has come to be known as the balanced budget multi- 
plier. 

A balanced budget increase in taxes and government expenditure, as- 
suming no change in the rate of private investment and no change in the 
fraction of disposable income that is consumed, will result in an increase 
in net national income equal to the increase in government expenditure. 4 

Why is this proposition true? We may approach it first by dividing time 
into a series of “days” (Day 1, Day 2, etc.). The expenditures in the 
morning of a particular day determines the income for that day. This 


4 Cf. Paul A. Samuelson, "Simple Mathematics of Income Determination,” Income , 
Employment , and Public Policy , Essays in Honor of A. H. Hansen (New York: W. W. 
Norton & Company, Inc., 1948). 
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income is available for spending on the next day. Let us now make the 
following assumptions: 

1. On Day 1 income (Y) is in equilibrium (planned investment, J, 
and planned saving, S, are equal) and income is 200. 


2. The average propensity to consume (APC) is .9. 

3. Consumption (C) therefore is 180, 

Saving (S) is 20, 

and Investment (1) is 20. 

4. Government expenditure (G) is zero and 
Taxes (T) are zero. 

5. The marginal propensity to consume (MFC) is .7, 

and the marginal propensity to save (MFS) is .3. 


During Day 1 

Total Expenditure = C (180) + I (20) = Y (200) 

Let us now assume that in the evening of Day 1 a tax of 10 is levied 
for government expenditure on the morning of Day 2. Disposable income 
remaining for the morning of Day 2 is therefore only 190. Because the 
marginal propensity to consume equals .7, the reduction in disposable 
income by 10 will necessarily reduce consumption by .7 of 10 or 7. The 
remainder, 3, must come out of saving. Saving, therefore, declines from 
20 to 17. Now, because by the original assumption I is unchanged, total 
expenditure on the morning of Day 2 and the income resulting there- 
from becomes: 


C (173) + 1 (20) + G (10) = Y (203) 

Therefore, on the first round (Day 2) the tax-financed government ex- 
penditure of 10 has resulted in a net increase in income of 3. But this is 
not the end. The real source of this increase is the fact that in Day 2 
investment exceeded saving by 3. Because the marginal propensity to 
consume is .7, the initial increase of income by 3 will generate the familiar 
descending series of additional income: 3 + 2.1 + 1.47 + 1.03 + .72 + . . . 
for a total of 10 before the added lump of new money expenditure of 3 
has been swallowed up by the multiplier leakages. In other words, be- 
cause the multiplier is the reciprocal of the marginal propensity to save 
(.3), the total new income generated over time by the tax-financed in- 
crease in government expenditure will be 3 times or 10. 

If the new tax and government expenditure of 10 is repeated continu- 
ally, the income level must eventually rise by 10 above its initial level. 
It will remain there so long as the tax and government expenditures are 
continued. On the other hand, a reduction of tax and government ex- 
penditure must cause a corresponding decline in income. 

Before applying the balanced budget multiplier theory to actual policy 
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situations, one must bear in mind the original assumptions concerning 
the unchanging character of investment and consumption. So long as 
investment and the propensity to consume remain the same in the face of 
increased taxes and increased government expenditure, the balanced 
budget increase in government expenditure will add an equal amount 
to income. But should increased taxes discourage investment, the bene- 
ficial effect on income will be smaller. Should investment be stimulated 
by the appearance of increased government expenditure, the effect on 
income may be larger. Furthermore, should the increase in taxes and 
government expenditures cause a shift in disposable income in favor of 
lower income groups and consequently an increase in the propensity to 
consume, the effect on income will be increased because of the greater 
multiplier effect. 5 

Monetary Policy vs. Fiscal Policy 

Before the depression of the 1930’s, monetary policy of central banks 
was looked upon as a proper and efficient instrument for the achieve- 
ment of economic stability. The deliberate use of fiscal policy for that 
purpose had not yet achieved respectability. The eclipse of monetary 
policy as an important stabilizer grew out of the severe depression, when 
it seemed inadequate to revive business and employment. In its place 
fiscal policy took the limelight and became the fair-haired boy of the 
stabilizers. Monetary policy was considered old-fashioned and obsolete. 
However, the inflation of the early postwar period continued even though 
the cash budget of the Treasury showed a substantial surplus. Eventu- 
ally the indispensable character of monetary restraint in an inflationary 
world began again to be recognized. 

Monetary policy has two major advantages. First, it is impersonal and 
largely nondiscriminatory in nature (save for selective credit controls) 
and involves a minimum amount of direct governmental interference in 
economic affairs. Secondly, it is flexible in operation and can be applied 
quickly as situations in the economy develop or change. Easy money 
policies may be adopted and then modified or reversed in a short space 
of time without fanfare or public commotion. Unlike fiscal policy, it 
operates for the most part in an area free from political pressures. In 
this respect the power to apply economic restraint through monetary 
policy is especially important. On the other hand, the greatest weakness 
of monetary policy is its inability directly to expand income and invest- 
ment. It can only improve the opportunity for private business to expand 
them. 

5 Cf. M. H. Peston, "Generalizing the Balanced Budget Multiplier/* Review of Eco- 
nomics and Statistics (August 1958). 
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In contrast to the weakness of monetary policy, fiscal policy is a power- 
ful weapon for offsetting and checking depression and unemployment. 
The built-in changes in tax revenues and unemployment expenditures 
are both prompt and effective in counteracting moderate recessions. In 
the case of severe recessions, fiscal policy can be used to good account 
through public works expenditures. The weakness of fiscal policy as a 
stabilizing device lies in the difficulty of getting sufficient restraint in 
times of inflation to bring an expansion under control. Here it becomes 
imperative that monetary restraint be brought into the picture. 

One must conclude, therefore, that neither monetary nor fiscal policy, 
taken alone, can provide the means for an adequate stabilization pro- 
gram. Instead, each is essential and must be used to supplement the 
other. Consequently, it is important that they be operated in complete 
harmony and not at cross-purposes, and one should not be neglected in 
favor of the other. For most purposes fiscal policy operations should, so 
far as possible, be “built in” in such a way as to remove them from politi- 
cal pressures. This would leave to monetary policy of the central bank 
the initiative of voluntary actions of the discretionary type. Only when 
deflation and depression threatens to become excessive should congres- 
sional action be required to fortify the automatic results of built-in fiscal 
policy and the central bank monetary policy. In such a case, special con- 
gressional action to change tax rates and to embark on public works 
projects would be appropriate. 


Debt Management and Economic Stabilization 

The magnitude of the publicly held Federal debt and the continuous 
necessity of refunding maturing issues present a possibility of utilizing 
debt management for economic stabilization. Generally, debt manage- 
ment is concerned with the issue of new securities suited to current mar- 
ket conditions. In this way refinancing is accomplished at the lowest pos- 
sible cost to the Treasury. In contrast, the use of debt management to 
promote cyclical stabilization requires that refunding security issues be 
tailored to influence the money market in some appropriate way. 

To counteract depression, proper monetary policy should increase the 
money supply and increase the liquidity of banks and the general pub- 
lic. Treasury bills, with three-months 9 maturity, are highly liquid. Con- 
sequently, during depressions refunding issues might well take the form 
of Treasury bills. If taken by banks in exchange for maturing securities 
held by them, the Treasury bills put the banks in a more liquid position 
than if banks were compelled to accept securities of longer maturity. 
Moreover, when Treasury bills are issued to refund longer-maturity 
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security holdings of nonbank investors, such investors find their liquidity 
increased. This is true whether they receive cash payment out of the 
proceeds of the sale of bills to the banks or accept the new bill issues 
themselves. In any event the result is some easing of the money market. 

On the other hand, when monetary restraint is needed, the Treasury 
can issue long-term refunding securities, which compete for funds in the 
long-term capital market. The liquidity of banks and other investors is 
reduced and restraint is encouraged. 

Countercyclical debt management of this kind is desirable if the Treas- 
ury is not to find its refunding operations in conflict with current mone- 
tary and fiscal policy. 


Questions for Study 

1. Why is fiscal policy an important part of the equipment for combatting 
economic instability? 

2. During periods of prosperity how does fiscal policy restraint bring pres- 
sure on consumption? On investment? Why does mild pressure on dis- 
posable income have little effect on private investment? 

3. Why is a cash deficit more significant than a bookkeeping or administra- 
tive deficit as a means for expanding money expenditures? 

4. What are the built-in stabilizers? Why are they important? 

5. If a change in tax rates were to be made to influence the total rate of 
money expenditure, whose taxes ought to be changed and why? 

6. What are the advantages of using public works as a means of reducing 
unemployment? When are they most appropriate? When would their use 
be ill-advised? 

7. Because of the fact that the marginal propensity to consume is generally 
less than I, what addition to total income ought one to expect from a re- 
duction of taxes by $1 million in comparison with a public works expen- 
diture of $1 million? 

8. When fiscal policy is used to counteract cyclical fluctuations, what rule 
applies in respect to balancing the Federal budget? What difficulties may 
arise in proper action in this respect? 

9. Suppose it becomes necessary to utilize increased government spending 
as a means of combatting secular stagnation. What would this mean in 
respect to the national debt? 

10. What is meant by the balanced budget multiplier and what are the as- 
sumptions involved? 

11. Why cannot fiscal policy be divorced from monetary policy: 

a) In case of need for restraint? 

b) In case of need for economic expansion? 

12. What debt management rules ought the Treasury to follow in the inter- 
est of economic stabilization? 



chapter twenty-eight 


GOALS OF MONETARY 
AND FISCAL POLICY 


Monetary and fiscal policy, taken together, provide powerful tools for 
influencing the flow of money income and the level of output, employ- 
ment, and prices. These tools can be properly used only after the ultimate 
policy goals are established and the paths leading to such goals are ex- 
plored and identified. 

In the search for optimum economic well-being, more than one appro- 
priate goal of policy emerges. Furthermore, attempts to achieve one goal 
may conflict with actions taken in the pursuit of others equally legiti- 
mate. For example, one commonly accepted goal of monetary policy is 
the insurance that funds shall be readily available for financing the nor- 
mal seasonal and irregular needs of business. Without such availability 
of funds the operations of a free enterprise economy would be seriously 
handicapped. Another accepted goal of policy is the avoidance of em- 
ployment and price level instability. These goals, each desirable in its 
own right, may lead to conflicting policy actions. To insure the avail- 
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ability of adequate funds for financing current trade and business may, 
inadvertently, lead to excessive monetary expansion. At the same time, a 
policy of price stability, rigidly adhered to, may sometimes impose un- 
desirable restraint on business operations. A similar conflict may arise 
between policy actions directed at eliminating unemployment by mone- 
tary and income expansion and the equally valid goal of stability of price 
levels. It is apparent, therefore, that monetary and fiscal policy decisions 
require the exercise of judgment and care in order adequately to deal 
with policy goals that are individually desirable but capable of involving 
conflicting results. 


Some Goals of Economic Policy 

There are a number of basic goals of economic policy to be considered. 
First is the need to reduce cyclical instability and its attendant evils. 
The second is the necessity of insuring such a rate of income growth as 
will: (1) absorb the growing population; and (2) embody the fruits of 
increased productivity arising out of technological improvements. The 
third is the need to protect individuals from disturbances in the distribu- 
tion of income that arise from excessive changes in the price level. Each 
of these basic goals can lay claim to consideration by monetary and fiscal 
policymakers. The next problem is to discover objective guides to policy 
action that appear likely to advance the achievement of these goals. The 
remainder of this chapter will involve an exploration of proposed policy 
guides of this sort. 

Monetary policy — financing trade and commerce. The use of mone- 
tary policy as a device for offsetting business booms and depressions is 
of relatively recent origin. Before 1920, when the gold standard was 
looked upon as the only proper monetary system, monetary policy of 
central banks was primarily concerned with the protection of gold re- 
serves. An increase in the supply of gold was a signal for relaxation of 
credit, and a loss of gold was the signal for restraint in credit policy. 
Beyond this there was little room for policy affecting the quantity of 
money. Within the limits of gold standard restraints there was little op- 
portunity to use monetary policy as a contracyclicai or stabilizing device. 
There developed, therefore, a principle of credit policy embodying the 
view that the creation of money by bank credit expansion should be 
regulated by the simple rule that banks make only short-term self- 
liquidating loans to finance the current needs of business. This principle 
has sometimes been known as the qualitative standard of credit policy. 
Originally adopted by the Federal Reserve authorities, and incorporated 
in the Federal Reserve Act, this principle emerged naturally from long 
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experience with the international gold standard. It represents that, within 
the limits set by the necessity of watching gold reserve ratios, the proper 
procedure of the central bank is one that will provide adequate credit to 
finance the legitimate short-term needs of commerce and industry. To 
accomplish this, it is necessary only to make sound loans to finance pro- 
duction and trade. Thus, it was alleged, the solvency of the banking sys- 
tem is assured because such loans are self-liquidating and also have no 
tendency to result in inflation, since new credit money is created only to 
finance new production. On the other hand, bank loans of a speculative 
nature or loans to finance fixed capital expansion should be avoided, since 
they are not accompanied by a corresponding increase in goods during 
the life of the loan; in other words, they are not self-liquidating . 1 The 
theory that soundly made loans of a self -liquidating nature cannot be- 
come the basis for an undesirable inflation is now pretty thoroughly ex- 
ploded. Yet, in spite of this, such a rule was wholesome from the stand- 
point of banking solvency under the old gold standard, where quantita- 
tive control of credit was subject to little management in any particular 
country . 2 

A genuine merit of credit policy based upon the qualitative or self- 
liquidating commercial loan theory is that such a policy recognizes the 
important fact that the modern world imposes uncertainty and change 
upon the financial requirements of business firms. Short-run require- 
ments of trade and commerce must indeed be “accommodated,” to use 
the phraseology of the advocates of this theory. Without a flexible supply 
of money and credit, business could not readily adjust to the dynamic 
economic changes and technological advances that must characterize 
economic growth. Moreover, emphasis upon short-term commercial credit 
recognizes the inflationary danger, verified by experience, inherent in 
the creation of money on the basis of speculative and long-term debts 
that are but remotely related to changes in current output. 

Advocates of the qualitative or short-term self-liquidating commercial 
loan basis for credit policy have held that central banks should encourage 
commercial banks to limit themselves to making strictly self-liquidating 
loans. Speculative and capital loans based on securities, commodity trad- 
ing, or fixed-capital expansion should be discouraged. Consequently, cen- 
tral banks should discount or lend upon self-liquidating commercial 


1 The self-liquidating commercial paper theory of credit policy is sometimes referred 
to as the banking principle and sometimes as the real bilb doctrine. For a good ac- 
count of the application of the banking principle, see Edwin Cannan, The Paper 
Pound of 1797-1821 (London: P. S. King & Staples, Ltd., 1925). Also see Jacob Viner, 
Studies in the Theory of International Trade (New York: Harper & How, Publishers, 
Inc., 1937), Chapters III and IV. 

2 For an extreme defense of this position, see H. Parker Willis, The Theory and 
Practice of Central Banking (New York: Harper & Row, Publishers, Inc., 1936). 
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paper only and should create cash reserve funds for commercial banks 
only in amounts required to finance current operations of trade and 
industry. 

Weaknesses of monetary policy based upon the short-term commercial 
credit theory. One weakness in the application of the short-term com- 
mercial credit theory arises from the difficulty, if not the impossibility, 
of any individual banker’s being able to draw the line on bank loans 
before they become inflationary . 3 The banker should not be criticized for 
this. His is essentially a worm’s eye view of the economic structure, and 
particularly is this true under the unit banking system. When business 
shows brisk improvement, borrowers’ needs for “legitimate” loans ex- 
pand. At the same time, loans appear to be sounder than ever, for im- 
proved profit prospects and rising prices constantly make for greater 
security for the lender. It is little wonder, therefore, that the banker sees 
a constantly expanding opportunity for the making of “sound commercial 
loans.” Not until the evidence of disequilibrium becomes more obvious 
will the soundness of commercial loans be questioned. In the meantime, 
serious inflationary forces are unleashed. The situation is in no way 
remedied by the free discounting of self-liquidating commercial paper 
by the central bank. 

The possibility of successful avoidance of inflationary credit expansion 
is somewhat better where the central bank undertakes to determine 
whether or not credit is being put to proper productive and nonspecula- 
tive uses, for the central bank has the very material advantage of being 
able to view the credit situation as a whole. Yet here, too, a serious limita- 
tion arises in the difficulty of devising adequate standards for measuring 
the legitimate credit needs of the business community. Excessive anti- 
inflationary credit restraint may hamper the expansion of business needed 
to provide the desired rate of economic growth. Yet failure to impose 
appropriate restraint may lead to an inflationary expansion in investment 
that is unstable and that cannot be maintained. 

It is evident that attempts to formulate adequate standards of credit 
policy based upon qualitative considerations are beset with difficulties 
of great magnitude. In spite of its seeming automatic character, qualita- 
tive credit policy is by no means easy to apply. 

Quantitative standards of credit policy. Contrary to the view that 
proper and effective credit policy only involves faithful adherence to 
limiting bank credit to financing short-term business and commercial 
needs, the present view is that credit policy ought to be directed at the 
maintenance of the correct quantity of money and credit. Support for 

3 For a clear exposition of how bank credit created on the basis of commercial 
loans may easily become inflationary, see 0. H. Robertson, Money (New York: Har- 
court, Brace & World, Inc., 1948), Chapter V. 
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quantitative standards is derived from the firm conviction of most econo- 
mists that financing the needs of trade and industry is by itself an in- 
adequate test of monetary policy needed for achieving economic stability 
in the modern world. The enthusiasm for quantitative standards of credit 
control was measurably heightened by the general abandonment of the 
restrictions of the gold standard in the 1930’s and the consequent free- 
dom to regulate currencies in the interest of domestic requirements. 

The quantitative standards of credit policy, concerned with the main- 
tenance of the right quantity of monetary purchasing power, involve but 
little interest in the nature of bank loans so long as they are well secured. 
Consequently, eligibility requirements for paper offered for advances at 
the central bank fade into relative insignificance. The expansion of stock 
market loans and bond investments becomes a matter of indifference so 
long as their quality is good and the resulting volume of money is cor- 
rect. 

Combining quantitative standards of credit policy with financing the 
needs of business. In spite of the recognized importance of control 
over the total quantity of money, there still remain the credit needs of 
businessmen. If the economy is to function properly, trade and com- 
merce must be accommodated. Seasonal, irregular, and even cyclical 
changes in output must be financed. To meet these needs the banking 
system requires flexibility of the sort that only the central bank can 
provide. Consequently, central bank credit policy must necessarily meet 
the requirements stressed so strongly by those who advocate a standard 
based upon financing the needs of business. They must take into account 
such needs as well as the over-all quantity of money. 

Clearly, then, the necessities of the workaday business world require 
attention to both qualitative and quantitative credit standards. One type 
cannot be completely subservient to the other. Exclusive concern with 
financing the needs of business leads to an abandonment of the goals of 
economic stabilization. Excessive attention to policy requirements of 
stabilization might well impose such monetary strait jackets upon business 
as to defeat the basic quantitative goal of full employment and economic 
growth. 

This dual requirement placed upon central bank policy creates difficult 
problems. It requires central bankers constantly to be concerned with 
the state of the money market. They find it necessary to anticipate and 
offset day-by-day and seasonal variations in the supply of bank reserves. 
This necessity arises out of the central bank responsibility to provide 
credit accommodation to business. Otherwise the business and financial 
community would be abandoned to the haphazard credit stringencies and 
gluts arising from the typical short-run money market fluctuations. Wise 
central banking policy, therefore, requires the accommodation of com- 
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merce and industry from day to day and from season to season. At the 
same time such accommodation must be kept within the limits of a more 
broadly conceived monetary policy of the quantitative sort, aimed at 
achieving the longer-run goals of economic stabilization and growth. 
One may readily see the difficult task of the central banker in formulating 
practical policy. 


Quantitative Standards of Control 

Quantitative standards of credit policy apply also to fiscal policy. As 
we consider the criteria for applying quantitative monetary and credit 
policy, we should remember that the results of fiscal policy are essentially 
quantitative in nature. Therefore, whatever we may conclude concerning 
proper quantitative credit policy standards will apply equally well to 
fiscal policy. 

Price level stabilization as a policy goal. Before 1936, in what might 
be called the pre-Keynesian-stagnation era, the main purpose of advo- 
cates of quantitative credit and monetary policy was to combat cyclical 
fluctuations in business activity and employment. At that time unemploy- 
ment was considered but an unfortunate and temporary deviation from 
the economic norm of full employment. The possibility of secular stagna- 
tion had not then reared its ugly head, at least not among the orthodox 
economic thinkers. Consequently, attention was naturally directed at 
curing, or at least offsetting, conditions that seemed to contribute to 
economic instability. By remedying the more important causes of such 
instability, it was believed that the demon business cycle might well be 
cut down to tolerable size. Mild fluctuations were considered inevitable; 
it was hoped that the more violent might be avoided. 

An obvious characteristic of the more violent cyclical fluctuations has 
been the movement or change in the price level. Such price movements, 
once under way, greatly accentuate the economic fluctuations they ac- 
company, For example, rising prices that often accompany the upswing 
provide windfall gains to a widening section of the business com- 
munity. Such profits stimulate investment incentives and provide the 
basis for further expansion. Likewise, on the downswing, falling prices 
are the source of losses that depress the investment incentive. Quite 
naturally, therefore, students in search of cures for the business cycle 
have turned to the stabilization of the price level as a basis for quantita- 
tive credit and monetary policy. 

One attractive feature of price stabilization as a basis of policy is the 
apparent ease with which it can be used. Statistics showing price changes 
are now available with fair promptness and in reasonably accurate form. 
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The use of price level stabilization as a guide in the pursuit of a policy 
of economic stabilization has the additional merit of being easily compre- 
hended and, possibly, easily accepted by the public as a desirable goal. 
Of even more importance, perhaps, is its definite, objective character. 
It fits well into the idea that what is highly necessary is an acceptable 
“rule” by which policy can be guided rather than being left to be deter- 
mined by some “authority” exercising judgment . 4 

Attractive as is price stabilization as a guide for a policy of economic 
stabilization, it presents some rather obvious questions: 

1. What price level should be selected for stabilization? 

2. Is stabilization of prices at a given level a desirable thing? Or is a 
gradually rising or falling price level better? 

3. Can any standard of price level control provide the stability and 
the high-level employment so badly needed in the modern world? 

The choice of price levels. It is well-known that a substantial cyclical 
and secular divergence occurs among the several index numbers of prices. 
The index of wholesale prices responds more quickly to cyclical changes 
than do retail and cost-of-living index numbers. In turn, the price move- 
ments of certain “sensitive” commodities are much more rapid and 
violent than the price movements of wholesale commodities in general. 

The choice of an index number to be used as a basis of stabilization 
efforts will depend largely upon what is considered the most urgent 
reason for attempting control. Thus, if the advocate of monetary stabili- 
zation is primarily concerned with the protection of the real wages of 
the consumer against price inflation, the consumers’ goods index would 
seem to be the most desirable. On the other hand, if cyclical fluctuations 
are to be measured and guarded against, a price index sensitive to such 
changes is needed. 

The advantage that can be claimed for using the consumer goods index 
as a basis for stabilizing operations arises solely from the fact that a stable 
cost of living would insure the consumer against losses of real wages due 
to the lag of money wages behind price changes. Laudable as this motive 
undoubtedly is, it is overshadowed by the difficulties that would attend 


4 Cf. Henry Simons’ earnest effort in behalf of this idea in his “Rules versus Authori- 
ties in Monetary Policy,” Journal of Political Economy, February 1936. Also see Lloyd 
W. Mints, Monetary Policy for a Competitive Society (New York: McGraw-Hill 
Rook Company, Inc., 1950), Chapter VI, for support of the view that a nondiscretion- 
ary policy based upon price level stability would be preferable to discretionary action 
by ffie central bank. Cf. also Milton Friedman, A Program For Monetary Stability 
(New York: Fordham University Press, 1960), pp. 90-100, who also favors rules 
rather than discretionary action by central banks. Instead of price level stability as a 
goal, he prefers that the stock of money be increased at a fixed rate each year, prefer- 
ably 4 per cent 
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its use. First, the consumer goods price index is relatively insensitive to 
short-run cyclical changes in business activity. Consequently its move- 
ments are too delayed to provide a proper and effective signal for policy 
actions. In contrast, the wholesale price index does respond more quickly. 
Secondly, as we learned earlier, because it is heavily loaded with services, 
the consumer goods index tends to rise, over a period of time, when the 
wholesale price index is stable. A policy aimed at the stabilization of 
consumer goods prices tends to result in a fall in the index of wholesale 
prices. 

The wholesale price index. The wholesale price index as a criterion 
for stabilization operations has a number of distinct advantages: 

1. It reflects more promptly and clearly cyclical fluctuations in busi- 
ness activity than does a consumer goods price index. 

2. It may be calculated quickly and on a sufficiently broad basis. This 
is essential to monetary control. 

3. It reflects, in part, the movement of prices of internationally traded 
commodities. International cooperation for the purpose of stabilizing the 
world price level would require the use of indexes heavily weighted with 
international goods. 

Wholesale prices, to be sure, do not furnish an infallible guide to either 
domestic or international stabilization. Stable wholesale prices may be 
inflationary in a progressive economic society. Furthermore, during mild 
depressions the wholesale price index sometimes fails to fall significantly. 
As a guide to international efforts at stabilization, a wholesale price index 
such as that of the Bureau of Labor Statistics suffers from the weakness 
of including commodities that are purely domestic, and those commodi- 
ties which do move in international trade are improperly weighted to 
provide a proper measure of the international price situation. Neverthe- 
less, the wholesale price index more nearly covers the total range of 
commodities that are important in the profit calculations of businessmen 
than does any other index of prices yet available. For this reason, pro- 
posals for monetary stabilization commonly provide for the use of the 
index of wholesale prices as the basis or criterion for monetary control. 

The case for stable prices is a fairly clear one. In a world of rigid costs, 
it is important that fluctuations in the price level be avoided if stable 
business is to be achieved; if prices rise, windfall profits encourage a 
rate of expansion of capital investment that cannot be maintained and 
that leads to an inevitable reaction. Falling prices, on the other hand, 
lead to losses, a falling off in economic activity, and unemployment. 
Thus, in a search for the basis of economic stability, a stable price level 
seems to hold the most promise. As one advocate of wholesale price level 
stabilization as the basic goal of monetary policy has put it, . , one of 
the prime requisites for the automatic and effective functioning of a 
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competitive system is monetary stability.” 5 Moreover, from the stand- 
point of debtors and creditors, stable prices seem to offer substantial 
justice. 

Some objections to stable wholesale prices. One criticism of the 
policy of wholesale price level stabilization rests in the technological 
improvements and reduction in real costs in a modern economy. A stable 
price level in the face of declining costs is objectionable on a number of 
grounds. 

1. Stable prices permit debtors to appropriate the benefits of gains 
in economic efficiency at the expense of creditors. 

2. Stable prices prevent the sharing in the benefits of economic im- 
provements by those persons having relatively inflexible incomes. Such 
groups include annuitants, salaried people, and employees of govern- 
ment. 

3. Stable prices in the face of rapidly falling costs may prove to be 
inflationary and encourage overinvestment. This danger arises from the 
fact that widespread advances in technological efficiency have sometimes 
not been reflected in proportionate increases in money wages and other 
costs. The result is more than normal business profits, an abnormal in- 
centive to investment, and an overexpansion that leads to subsequent 
collapse. The experience in the United States in the 1920’s has been 
cited as an example of such an experience. Table 28.1 presents some 
evidence to support this view. 


Table 28.1 


Indexes of Prices , Business Profits, Labor Costs, and Output 
of Capital Equipment in the United States, 1922-1929 * 
(1923-1925 = 100) 



Wholesale 

Profits of 

Payrolls — 

Output of Capital 


Prices 

102 Corporations 

Production 

Equipment 

1922 

96.0 

81 

95.4 

81 

1923 

99.9 

90 

101.7 

102 

1924 

97.4 

109 

101.4 

91 

1925 

102.7 

101 

97.1 

107 

1926 

99.3 

128 

96.7 

120 

1927 

94.7 

152 

96.1 

116 

1928 

96.0 

186 

91.9 

118 

1929 

94.6 

232 

90.7 

138 


* Harold Barger, “The Banks and the Stock Market,” Journal of Political Economy, 
December 1935, p. 772. Quoted by permission o£ the University of Chicago Press. 


Stable prices and the supply of money. A policy of price level stabili- 
zation presents a dual problem in the matter of the quantity of money. 


5 Mints, op. cit. f p. 9, 
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First, cyclical developments must be offset Secondly, a gradual increase 
in the quantity of money must be provided to permit the production and 
sale of a rising quantity of output. Otherwise the increased output result- 
ing from improved technology and a rising population could not be 
accommodated. 


Alternatives to Price Level Stability: 

Rising or Falling Price Levels 

Slowly rising prices. Impressed by the obvious fact that rising prices 
give encouragement to business, some have advocated a policy of gently 
rising prices as a preventative of unemployment and depression. The 
windfall profits that would be relied upon to provide the stimulus to 
business activity depend, of course, upon the tendency of wages and 
other costs to lag behind the rising prices. Yet this need not be objection- 
able to the wage earner, for he would gain in fuller employment more 
than he would lose by a lagging wage rate. However, such a policy could 
hardly be expected to provide the economic millennium. Inflation as a 
way of life, however attractive it may seem at the start, leads to disas- 
trous disturbances in the rational choices relating to economic activity. 
Efforts to beat the inevitable inflation of prices and costs create powerful 
pressures to invest ahead of current needs. Speculation displaces rational 
judgments. Persons whose lagging incomes are the source of windfall 
gains to business designed to encourage economic expansion will demand 
remedial devices in the form of escalator clauses in both wage and loan 
contracts, thus aggravating the problems naturally associated with the 
making of contracts. The pursuit of a deliberate policy of rising prices 
would almost certainly lead to overexpansion in investment followed 
by the inevitable collapse. Far from providing protection from business 
fluctuations and unemployment, a rising price policy would seem certain 
to make matters worse. 

Slowly falling prices. Because money costs of production are sticky 
and can be forced down only through depression, falling prices are quite 
generally viewed as the archenemy of economic stability and well-being. 
Nevertheless, some reasons can be given in favor of falling prices. 

First, in contrast to rising prices, which reward the speculative busi- 
nessman and shield the inefficient from the penalties of his errors, falling 
prices require high-grade managerial performance for business survival. 
From the standpoint of public welfare, this is a desirable result. Sec- 
ondly, if prices do not fall so rapidly that business activity is unduly 
depressed, the distribution of incomens improved because of the increased 
share that tends to go to wage earners. Thirdly, slowly falling prices 
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provide an escape from the possibly inflationary effect of stable prices 
in an advancing economic society. 

Advocates of a slowly falling price level as a policy goal would seek 
to control the supply of money in order to cause a fall in the level of 
prices, corresponding to the growth in output which results from im- 
proved technical efficiency of the economy. Thus the money supply 
would be increased with the size of the working population, and average 
money incomes per worker would remain stable. All income receivers 
would thus get their proper share of the benefits of technical progress. 
However attractive the goal of gently falling prices may appear, its fatal 
flaws prevent any serious consideration of its practical application. The 
market structure being what it is, downward flexibility in prices of this 
sort would be difficult to achieve. The existence of monopoly, with 
power to resist reduction in prices, would impose intolerable pressures 
upon the competitive sector of the economy and would bear especially 
heavily on industries that enjoy less than average rate of improvements 
in technology. In addition, a policy requiring a fixed average rate of 
per capita money income would be entirely unacceptable to labor. 

Some problems of price level stabilization policy. Any general pro- 
gram of price stabilization raises the problem of the manner in which 
the monetary authorities are to exercise their powers. For example, should 
they maintain a somewhat loose type of control aimed at preventing the 
development of any dangerous cyclical price movements while allowing 
some short-run flexibility in the price level, or should they strive to impose 
a tight form of supervision with the aim of preserving, so far as possible, 
an absolutely stable level of short-run prices? 

Practical attempts at price stabilization must involve the use of some 
selected index of prices. When this index shows signs of fluctuation, the 
monetary authority must take proper counteracting measures. But at- 
tempts to counteract every short-time change in the price level would 
be certain to prove both difficult and undesirable. In the first place, 
because of the inaccuracy of index numbers, it would be inappropriate 
to put the monetary controls into operation merely because of a small 
movement of the price index. Not until the movement reached some 
significant proportions should counteracting monetary operations be 
introduced. Nor are the instruments of control available to the monetary 
authority sufficiently precise to justify attempts to correct small price 
movements. Any price stabilization plan, therefore, seems to call for a 
margin of tolerance within which movements of the selected price index 
might be viewed with equanimity. 

Furthermore, circumstances may easily arise that would make the 
rigid imposition of a stable price index a highly undesirable short-run 
policy. This may be illustrated by assuming that unfavorable grain 
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weather has resulted in a short crop. The price of grain mil rise, and 
with it the index of prices. If corrective action were to be taken to pre- 
vent or check such an increase in the price index, it would involve the 
deflation of other prices. Clearly, such action would be an outright 
injury to business stability, for it would impose a general business defla- 
tion upon the community in order that the precious stability of the price 
index might be preserved. Similarly, a bountiful crop would lead to 
lower grain prices and a fall in the price index. To introduce inflationary 
measures designed to raise other prices sufficiently to bring the average 
back up to the level agreed upon would also be highly undesirable. For 
this reason, it is important that price movements originating in such 
accidental and short-run occurrences be disregarded by a monetary 
authority bent upon price stabilization. 

Finally, in spite of the best efforts of monetary and fiscal policy to 
counteract cyclical changes, we may be certain that some fluctuations 
will remain in a private enterprise economy. Whenever income rises 
during a recovery period, prices of products with short-run inelasticity 
of supply will tend to rise. To impose restraint upon expansion because 
of a resulting rise in the price index is obviously foolish. Similarly, a 
corrective recession, causing some prices to fall sharply, need not neces- 
sarily be a signal for all-out expansionary efforts in the interest of arrest- 
ing a resulting decline in the price level. 

Because of the need for a margin of tolerance in connection with price 
stabilization, it becomes all the more necessary that some effective means 
be available to the monetary authority by which it may judge the nature 
of economic developments. It must be in a position to judge, for example, 
whether or not a particular movement in the price index is due to an 
underlying inflationary or deflationary development. Promptness of action 
is essential, but it must be based upon sound knowledge. If neither a 
strictly fixed supply of money nor a strictly stable price level is desirable, 
there immediately arises the need for full knowledge of underlying con- 
ditions upon which judgments may be used. In such a case, a price index 
alone is no substitute for broad knowledge. 


Full Employment as a Criterion for 
Monetary and Credit Policy 

When John Maynard Keynes, in 1936, demonstrated the theoretical 
and practical possibility of an equilibrium at less than full employment, 6 
he substantially modified the significance of earlier criteria of proper 


« The General Theory of Employment , Interest and Money . 
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monetary and credit policy. No longer could one assume that reducing 
the violence of cyclical fluctuations in business would provide a certain 
and satisfactory answer to the problem of unemployment. For, according 
to Keynes, it is possible and perhaps even probable that secular stagna- 
tion may exist in a society devoid of cyclical fluctuations. Indeed, once 
one admits the possibility that the rate of saving at full employment may 
remain chronically above the rate of investment at acceptable rates of 
interest, the possibility of secular stagnation becomes a real threat. 
Consequently, a mere stabilization of the price level alone can no longer 
be accepted as an adequate goal of monetary and credit policy. Instead, 
economic stability at full employment becomes the proper goal . 7 

The meaning of full employment. Full employment does not require 
that every employable person be working the maximum possible number 
of hours per week. Rather, it requires only that the normal working force 
be employed for the customary hours per week. Persons past retirement 
age and young people still in school need not be drawn into the active 
labor force to satisfy the test of full employment. Moreover, full employ- 
ment does not require the elimination of usual and normal seasonal un- 
employment or the so-called frictional unemployment arising out of labor 
turnover and shifts from one area to another and from one industry to 
another. It follows, of course, that the inclusion of full employment 
among the criteria for monetary and credit policy requires setting up a 
competent unemployment index for guidance. 

Full employment policy and structural change. Frictional unemploy- 
ment arises out of the peculiarities (seasonal factors, for instance) of 
particular industries and the desire or necessity of labor to change jobs 
and employers. Clearly, such types of unemployment are not amenable 
to correction by the over-all methods of monetary and fiscal policy. In- 
stead they require steps to regularize seasonal industries and to improve 
the mobility of labor. The use of the expansionist methods of credit or 
fiscal policy in an attempt to cure frictional unemployment is worse than 
useless. Not only are such methods entirely unsuited for the task, but they 
tend to generate a general inflation. 

One especially troublesome problem in the application of a full em- 
ployment policy is the difficulty in distinguishing between cyclical un- 
employment and that due to structural changes in the economy. Unlike 
seasonal factors, which may be readily identified, changes in the indus- 


7 We need not examine here the pros and cons of the theory of economic maturity 
and secular stagnation. For a competent analysis of the concept see Benjamin Higgins, 
"Concepts and Criteria of Secular Stagnation,” in Income , Employment , and Public 
Policy , Essays in Honor of Alvin H. Hansen ( New York: W. W. Norton & Company, 
Inc., 1948). For a criticism of the concept, see George Terborgh, The Bogy of Eco- 
nomic Maturity (Chicago: Machinery and Allied Products Institute, 1945). 
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trial structure which cause unemployment in declining industries are 
difficult to distinguish from a general cyclical decline. Full employment 
policy always involves difficult decisions in the matter of determining 
how far to press an expansionist program for the purpose of reducing 
unemployment. The decisions become even more difficult when compli- 
cated by the necessity of determining the extent of frictional unemploy- 
ment arising from structural changes. Sound policy requires that struc- 
tural changes should be permitted to occur without interference from 
monetary and fiscal actions for promoting full employment. Because 
economic growth normally involves structural changes in industry, it 
also is likely to be accompanied by unemployment, as labor transfers 
from old to new jobs. It is therefore improbable that the goals of eco- 
nomic growth is compatible with that of full employment. A full employ- 
ment policy aimed at minimizing frictional unemployment associated 
with structural change would tend to slow down the necessary transfers 
of capital and labor which technological improvement requires. 8 


Conflicts of Goals: Full Employment 
vs. Price Level Stability 

Earlier in the chapter we rejected the idea that a rising price level is 
a desirable policy goal. This rejection was made on the grounds that, 
in comparison with rising prices, a stable price level leads to a better 
performance of the economic system and therefore is more conducive to 
economic growth. 9 

We must now consider whether or not, given the modern market 
structure, a policy of price level stabilization can be successfully com- 
bined with one of full employment. This question becomes a critical 
one in view of present-day beliefs that price inflation may result from 
something other than an excess aggregate demand. Historically, the 
boom phases of the business cycle and the deficit financing of war periods 
have been fundamental causes of the pronounced upward swings in 
price levels. As income is pushed toward the full employment level, 
prices rise under the impact of increased demand. This result has come 
to be known as demand-pull inflation. The remedy for inflationary ex- 
cesses in spending is monetary and fiscal restraint. But during the late 
1950s and early 1960’s, when price indexes continued to climb during 
both booms and depressions, something other than excessive aggregate 


8 Cf. Fritz Machlup, Employment , Growth , and Price Levels , Statement to the Joint 
Economic Committee from Part 9A, U.S. Congress, October 1959, p. 2822. 

9 Cf. Ibid., pp. 2823 and 2833. 
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demand must have entered the picture. Furthermore such a behavior 
of prices in the absence of excessive aggregate demand suggests that the 
conventional fiscal and monetary restraints are inappropriate, and if 
applied may merely aggravate unemployment and excess business ca- 
pacity. 

Why, we may ask, do prices rise in the absence of excess demand? 
The answer is found in the existence of powerful economic groups, both 
labor and business, which can control their selling prices ( or “administer” 
them) and push them above the normal market level quite independently 
of market demand. The existence of such price pressures exerted by 
monopolistic groups often depends upon their belief that the demand 
for their goods and services is inelastic in respect to price and that 
therefore higher prices will increase total revenue. Such price level 
increases that originate at the option of sellers have come to be known 
as cost-push inflation. This applies to the effect of increased wage costs 
as well as to increases in administered commodity prices. Both have the 
effect of increasing costs in an ever-widening circle as other prices are 
pushed up in defense of profit margins. For example, a negotiated in- 
crease in wages in excess of productivity gains strongly impels business 
to raise prices to offset the increase in wage costs. Furthermore, at times 
there have been suspicions that business may seize the excuse offered 
by higher wage costs to initiate additional price increases on its own part. 
On the other hand, any increase in administered prices by business de- 
signed to raise profits tends to set off demands for higher wages to 
prevent an erosion of labor s real wages. 

Arbitrary initiation of price or wage increases cannot result in a gen- 
eral rise in the price level without the permissive effect of a matching 
increase in money expenditure to support it. Without the support of an 
increase in aggregate demand, the higher asking prices must result in 
a fall in output and an increase in unemployment. It is for this reason 
that it is quite generally felt that restrictive monetary and fiscal policy 
is powerless to prevent inflation in prices that result from cost-push 
pressure on prices . 10 

Difficulty in applying monetary and fiscal restraint on aggregate de- 
mand in efforts to contain the cost-push type of inflation arises in part 
from the view that bank credit ought to be freely available to finance 
legitimate needs of trade and commerce. To the banker, rising costs of 
borrowers demonstrate a legitimate need for more funds. Consequently, 
in the absence of firm restraints, the banks tend strongly to support 

10 Cf. John K. Galbraith, Administered Prices and Monetary and Fiscal Policy , 
Statement to the Subcommittee on Antitrust and Monopoly of the Committee on the 
Judiciary, U.S. Senate, July 11, 1957, in Money and Economic Activity , 2nd ed., Law- 
rence S. Ritter, ed. (Boston: Houghton Mifflin Company, 1961), pp. 363-369. 
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cost-push increases in prices. 11 But a more important question is whether 
or not a policy of restraint on aggregate demand is tolerable. Must cost- 
push inevitably be permitted to create creeping inflation and erosion in 
the value of money? To this question three distinct answers are sug- 
gested. First, there are some who explain cost-push inflation as inevitable 
if a full employment policy is to be followed. Since anything less than 
full employment cannot be tolerated as a social goal, union demands for 
uneconomic increases in wages will not be stoutly resisted by business 
when aggregate demand is high, and society must resign itself to accept 
constantly rising prices as less objectionable than unemployment alter- 
natives. 12 Secondly, the position is sometimes taken that a strong and 
positive anti-inflationary policy need not result in an intolerable level of 
unemployment. Most of the pressure can be taken out of wage-push 
inflation, it is argued, as employers seriously resist granting inflationary 
wage increases when confronted with a realization that anti-inflationary 
policies prevent the easy passing on of higher wages through higher 
selling prices. A policy of full employment “no matter what” is not 
acceptable. Rather, whatever margin of unemployment is necessary to 
prevent inflation and to permit adjustments arising from structural 
changes appears preferable to an all-out inflationary type of full employ- 
ment. The critical questions raised by this conclusion are: 

1. What minimum amount of unemployment may be expected to pro- 
vide successful resistance to inflation arising from excessive wage in- 
creases? 

2. Is that required degree of unemployment politically tolerable? 

Estimates differ widely as to the degree of unemployment that is neces- 
sary to hold wage increases within the bounds of the growth of produc- 
tivity. Some have held that inflationary pressures are generated when- 
ever unemployment falls below 6 to 8 million. More conservative 
estimates are that from 3 to 5 per cent unemployment (about 3 million) 
is sufficient to check excessive wage demands. Clearly there is still need 
for study of this important problem. There remains the further question 
of the political acceptability of an employment policy that is sufficiently 
restrained to make possible the avoidance of price level inflation. 13 


11 The concept of cost-push inflation is not a new one. Many years ago J. Laurence 
Laughlin, in his attacks on the quantity theory of money, argued that prices are de- 
termined by market forces. Competitive higgling and monopolistic pricing by business 
and labor establish prices, and the supply of credit money created by banks came 
into being to facilitate the exchange. Money and Prices (New York: Charles Scrib- 
ner's Sons, 1919), pp. 101-127. 

12 Cf. Sumner H. Slichter, “How Bad is Inflation,” Harper’s Magazine , August 
1952, reprinted in Ritter, op. cit., pp. 153-157. 

13 cf. Joseph Ascheim, “Price Level Stability at Full Employment; Recent Amer- 
ican Experiences,” Oxford Economic Papers , Vol, VII, No. 3 { October 1955 ). 
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Thirdly, there is the view that cost-push inflation is primarily initiated 
by pressure to increase wages and that it should not and need not be 
tolerated. This view rejects as unsuitable the use of monetary and fiscal 
restraint because of the probable adverse effects on employment. Instead 
it proposes to reduce the pressure of cost-push. Comprehensive and 
adequate statistical data of prices, wages, and productivity, all properly 
publicized and utilized, combined with effective machinery for arbitra- 
tion and mediation, may go far to induce restraint on labor s demands 
and to avoid excessive and inflationary wage increases. 14 

Full employment and the ratchet effect. In addition to the inflationary 
aspects of a full employment policy associated with cost-push, there is 
yet another related source of inflation. This is sometimes called the ratchet 
effect. The history of cyclical fluctuations show that the price increases 
that accompany booms are in general offset by falling prices during 
depressions that follow. But this offsetting effect of falling prices is largely 
lost when expansionary monetary and fiscal actions reduce deflationary 
pressures. Consequently each subsequent period of expansion tends to 
start from a higher level of prices than did its predecessor. This is the 
result of increased downward inflexibility of prices arising out of prompt 
contracyclical policy actions, price supports, and the resistance of busi- 
ness and organized labor. In contrast, because prices are flexible upwards, 
they tend to rise during periods of prosperity. Support of this view is 
found in the behavior of prices during the mild recessions of the period 
following World War II. Thus, it is argued, modem price levels are 
subjected to an inexorable ratchet effect, always rising higher during 
periods of expansion but not permitted to fall afterward because depres- 
sions are not permitted to degenerate into “busts.” 

Investment booms without excess aggregate demand as sources of 
inflation. The inflationary movement of prices during the 1955-1957 
period has been explained as being the result of neither excessive aggre- 
gate demand (demand-pull) nor the push on wages and prices. Rather, 
the explanation seems to have been that it was a result of the very large 
investment boom which involved not only a large volume of construction, 
but also heavy-equipment purchases plus the employment of large 
numbers of professional, technical, and research staffs. The rise in prices 
was mainly induced by the excessive demand for these scarce resources. 
However, in other areas, rigidities in costs and prices prevented an off- 
setting decline in the face of slack demand. The remedy proposed for 


14 Cf. John P. Lewis, “Problems of Price Stabilization ” American Economic Review , 
May 1959, and Machlup, op. cit. There is doubt expressed, however, that persuasion 
of the type suggested, without direct governmental control of wage and price con- 
tracts, can succeed in heading off cost-push inflation. Cf. Ben W. Lewis, “Economics 
by Admonition,” American Economic Review , May 1959. 
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this kind of inflation is the application of selective credit controls designed 
to moderate the pressures on particular scarce resources. Neither pres- 
sures on aggregate demand nor on specific wage bargains seem appro- 
priate. For the particular prices which increased were those of scarce 
resources, and the price increases were necessary to move labor and 
capital into the expanding areas. 15 

Full employment and external disequilibrium. The experience of 
England and other European countries after the last war suggests yet 
another problem that can arise in the pursuit of full employment policy. 
As full employment is approached, the resulting higher level of consumer 
income tends to absorb into domestic consumption a growing fraction 
of the national output. This condition is brought about by a relative 
increase in domestic prices in comparison with prices in export markets. 
In addition, import demand rises with increases in industrial output and 
consumer income. The end result may very well be that successful efforts 
to promote full employment will cause a severe disequilibrium in a 
country’s balance of payments. The consequent drain upon foreign ex- 
change reserves creates a serious problem. Either currency devaluation 
may be required to correct overvaluation and induce the necessary re- 
arrangement of industry, or the greater efficiencies and smaller money 
incomes associated with a somewhat lower level of employment must 
somehow be brought about. In such a case, the goal of full employment 
may have to be subordinated to the more urgent goal of equilibrium in 
the balance of payments. Fiscal and credit policy must then be used to 
restrict credit and business, even at the risk of some unemployment, if 
no other way can be found to restore equilibrium. The balance of pay- 
ments problems besetting the United States in the years 1960-1964 put 
serious difficulties in the way of policy steps designed to relieve the 
excessive unemployment of the period. 


Questions for Study 


1. Why may proper goals of monetary and fiscal policy sometimes be in con- 
flict? Can you give examples? 

2. What is meant by the policy aimed at financing trade and commerce? Has 
it any validity among today’s goals? Why is it insufficient by itself? 

3. What is the meaning of quantitative policy standards? Do they apply to 
fiscal policy as well as to monetary policy? 


15 Charles L. Schultze, “Recent Inflation in the United States,” Study of Employ- 
ment, Growth, and Price Levels, Study Paper No. 1, 1959. 
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4. Give some reasons for favoring a stable price level policy goal. 

5. Suppose that the authorities should decide to force a fall in the price level 
to match the growth in industrial efficiency: 

a) What would this mean in respect to changes in the supply of money? 

b) What would be the effect on per capita money incomes? 

c) What practical objections can you raise to such a goal? 

6. If some form of price level stabilization were to become a policy goal, what 
problems would be raised in respect to the limits of tolerance for move- 
ments in the price index? 

7. What is meant by cost-push inflation? What is the ratchet effect? Is price 
level stabilization doomed in the face of the above? 

8. If full employment be chosen as a policy goal, what problem arises in re- 
spect to unemployment found in a declining industry area? The ability to 
avoid price level inflation? 

9. Why may a full-employment goal create a threat to a country's balance of 
payments? 



chapter twenty-nine 


THE DEVELOPMENT OF FEDERAL 
RESERVE CREDIT POLICY 


To conclude our study of monetary and fiscal policy we shall review 
some of the more significant events that accompanied the development 
and application of Federal Reserve policy. Before the depression years 
of the 1930’s, formal efforts at economic stabilization were confined to 
the area of central bank credit policy. Since that time fiscal policy has 
entered the picture. 

Federal Reserve policy before 1922* During the early years of the 
Federal Reserve System, credit policy was mainly passive. The Reserve 
Banks stood ready to lend to members when necessary, but the need 
for this was largely overcome by the importation of gold from the war- 
ring countries. Between 1915 and 1918 the net excess of our gold imports 
was over $1 billion* In the absence of member bank discounting at the 
Federal Reserve Banks, the latter purchased United States Government 
securities in the open market, not to influence the reserve position of the 
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member banks, but to provide themselves with earnings out of which 
to pay expenses and dividends. 1 

The entrance of the United States into the war in 1917 brought a 
tremendous demand for bank credit expansion to float government bond 
issues, and Federal Reserve Bank credit policy was shaped for the attain- 
ment of that end. Federal Reserve discount rates were maintained at 
relatively low levels during the war and early postwar period. Banks 
were encouraged to lend to customers who wished to buy government 
bonds beyond the capacity of their current incomes. Such customers’ 
paper (known as war paper) was freely discounted by the Federal 
Reserve Banks. As a result the government was able to float an enormous 
volume of bonds at low rates of interest. 

The pressure to maintain low discount rates for the benefit of govern- 
mental fiscal needs continued until after January 1920. These easy money 
conditions fed the flames of the postwar boom, which collapsed so disas- 
trously in the middle of 1920. At the peak of the boom, the Reserve Banks 
were compelled to give consideration to the adequacy of their reserves, 
which approached the legal minimum limits. Even in 1919, the Board 
warned member banks against a policy of constant expansion of loans 
based on discounting at the Reserve Banks. Such warnings were largely 
unheeded and the expansion continued. In January 1920, before the 
downturn in business started, the Federal Reserve Banks raised their 
discount rates. In June the rate on commercial and agricultural paper 
was increased to 7 per cent by the Reserve Banks of New York, Chicago, 
and Minneapolis. This increase in rates, accompanied by direct pressure 
on member banks to reduce their indebtedness to the Federal Reserve 
Banks, brought collapse to the already unstable, speculative commodity- 
and land-price boom. The collapse was accompanied by a sharp drop in 
prices and employment and a gradual shrinkage in the volume of bank 
credit. The reduction in credit resulted in an improvement in the legal 
reserve ratios of the Federal Reserve Banks. The pressures of high dis- 
count rates were continued throughout the period of decline in prices 
and business activity. 

Judged by present standards, the policy of the Federal Reserve System 
during the 1920-1921 depression seems most inappropriate. Having de- 
layed the application of restraint in the earlier stages of the boom, out 
of deference to Treasury-financing needs, the Federal Reserve Banks 
imposed severe restraint and pressure for credit liquidation during the 
later stages. Belatedly concerned about their gold reserve position, the 
Federal Reserve Banks adopted strong restrictive action. Because the 


1 Harold L. Reed, The Development of Federal Reserve Policy ( Boston: Hough- 
ton Mifflin Company, 1922), p. 250. 
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restriction continued too long into the recession period, the severity of 
the depression was increased. 

During the 1919-1921 period the Federal Reserve System failed to 
develop an appropriate policy of countercyclical action. On January 1, 
1921, after six months of serious depression, five of the Federal Reserve 
Banks, including those of New York, Chicago, and Boston, still main- 
tained at 7 per cent their discount rates on commercial, industrial, and 
agricultural paper. By the middle of 1921, although prices and business 
activity had been falling for a year, agricultural distress was acute, and 
severe unemployment had reduced many industrial workers to depend- 
ence upon soup kitchens, the Federal Reserve System steadfastly clung 
to a tight money policy. Not until business began a substantial improve- 
ment during the last half of 1921 did it relax its restraint upon credit. 
It was December 1921 before the average discount rates at the Federal 
Reserve Banks had been reduced to a little under 5 per cent. In the 
meantime the open market holdings of government securities by the 
Banks, never very large, were reduced by about one-third during the 
period of depression. In general, the performance of the Federal Reserve 
System could hardly have been more inept. 

The performance of the Federal Reserve System, however, must be 
judged in the light of the policy opinions applicable to central banks at 
the time. Under the gold standard, the first duty of central banks was 
to defend their gold reserve position. Secondly, central banks felt duty 
bound to provide accommodation to the money market in order to avoid 
collapse or general suspension, but such aid should be at a price or at a 
penalty rate to discourage unnecessary reliance of the money market 
upon the central bank. 

The excessive restrictions imposed by Federal Reserve actions during 
1920-1921 stirred up a hornets 7 nest of controversy. The severity of the 
depression, with a drop in wholesale prices of over 45 per cent in the 
course of eighteen months, was especially difficult for agriculture. 
Farmers, heavily indebted for the purchase of land during the boom, 
found themselves faced with mortgage foreclosures and economic ruin. 
Quite understandably they blamed the severe deflationary action of the 
Federal Reserve for their plight. Complaints from agriculture resulted 
in legislative changes to insure a representation of agriculture in the 
Federal Reserve Board. Without doubt, the criticisms of policy during 
the depression also induced a new approach to the problem of credit 
policy and the significance of such policy in the determination of business 
conditions. In consequence, the Board came to recognize the importance 
of preventing the support of speculative booms in commodities and land 
by central bank credit. 

Oddly enough, in spite of the severity of the depression of 1920-1921, 
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its duration was mercifully short. After liquidation of speculative inven- 
tories had been accomplished, business recovered rapidly as the longer- 
run expansionary forces of the postwar period took hold. The quick 
recovery of 1921-1922 in some ways justified the tight money policy 
pursued by the Board during the liquidation period. It gave support to 
the view, then held by some, that a sharp depression has a salutary effect 
by purging the economy of inefficiency and speculative accumulations. 

Policy development of 1923. The year 1923 saw a number of im- 
portant developments in Federal Reserve policy. First, early in the year, 
the Board recognized the importance of open market transactions as an 
instrument of policy and ruled that the purchase and sale of securities 
should henceforth “be governed with a primary regard to the accommo- 
dation of commerce and business and the effect ... on the general 
credit situation.” 2 

The Board also set up certain rules of policy by which it chose to be 
governed. Briefly these rules were: 

1. Reserve ratios were no longer serviceable as guides to credit policy 
since the United States was the only country on the gold standard. Gold 
movements, they wisely observed, no longer reflected the price level 
changes in the various countries nor did they induce corrective price 
changes. 

2. The stabilization of prices as a guide to policy was rejected on the 
grounds that price changes result from basic developments in business 
rather than merely from changes in bank credit. Hence not only would 
it be impossible to control prices through credit policy, but also attempts 
to do so would result in action too belated for the best interests of busi- 
ness. 

3. Federal Reserve credit should be utilized for accommodating pro- 
ductive activities but not for financing speculative or investment opera- 
tions. Not only should Reserve Bank credit be used exclusively for pro- 
ductive purposes, but its volume should be so restricted as to be com- 
mensurate with increases in national productivity. 

4. Tests for determining whether or not Reserve Bank credit is being 
put to productive use should include: 

(a) Is credit being used to hold goods for speculative increases in 
prices? 

(b) Are goods moving smoothly from producer to ultimate consumer 
without speculative interference? 

(c) Does consumption keep up with the volume of trade, production, 
and employment? 

In respect to the application of its rules of policy, the Board said: 

. . . good credit administration in times of active business expan- 
sion should not encourage or assist the excessive accumulation of for- 
ward commitments in business and banking which only later on will 


2 Nineteenth Annual Report of the Federal Reserve Board, 1923, p. 16. 
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definitely reflect the rate at which they have been taking place in re- 
sulting changes of credit volume and changes of price levels; and in 
times of business reaction should discourage enforced liquidation of past 
commitments. ... If industry and trade are in process of recovery after 
a period of reaction, they should be given support and encouragement 
of cheaper credit. 

During the next five years the Board achieved an enviable record of 
success. Bringing into play the combined forces of the discount rate, 
open market operations, and moral suasion, it moved directly into the 
area of economic stabilization. In 1924 and again in 1927, the easy money 
policy adopted by the Federal Reserve System was quickly followed by 
recovery from the mild recessions of those years. The tide of monetary 
policy as an economic stabilizer was at its height. It remained for the 
stock market boom and the subsequent crash and depression to reveal 
the essential weakness of the guides to monetary policy being utilized by 
the Federal Reserve System. 

The stock market boom and collapse. The stock market boom that 
developed in 1928-1929 was both a product of the basic prosperity that 
accompanied the major cyclical expansion of the 1920’s and a contributor 
to that expansion. Business issued equity securities to finance expansion 
programs. The issues were quickly absorbed by the upsurge of the 
market financed by security loans of banks. Additional reserve funds, 
when needed, were acquired by member bank borrowing on government 
securities and eligible paper. 

The situation in 1929 proved puzzling to the Federal Reserve Board. 
It found, when applying its rules of 1923, that, unlike the boom of 1919- 
1920, speculative inventory accumulations were absent. Commodity prices 
were not rising, and goods seemed to be moving smoothly from producer 
to consumer without speculative interference. What the Board failed to 
see was: (1) the increase in consumers’ inventories made possible by 
the sharp rise in installment credit; and (2) an excessively rapid, hence 
unstable, expansion of investment that was taking place. The Board ap- 
peared not to have been aware of the general inflationary consequences 
of the stock market boom. 3 Therefore it was unwilling to impose general 
monetary restraint to slow down the expansion, since it believed that 
basic economic conditions were sound and stable. Instead it sought to 
induce the Wall Street banks to reduce their lending in the stock market. 
The reason given for such a request was the fear that the absorption of 
credit by the stock market might threaten the availability of credit for 
legitimate business operations. The voluntary restraint attempted by the 
Board was made ineffective by the inflow of funds from other cities and 

s Cf. Lloyd W. Mints, A History of Banking Theory (Chicago: University of Chi- 
cago Press, 1945), pp. 267-268. 
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from nonbank lenders. It was the failure of this attempt that demon- 
strated the need for new legislation giving the Board power to control 
margin requirements on security loans. Unlike the Federal Reserve Board* 
officials of the Federal Reserve Banks believed that the stock market 
boom should be curbed by tighter credit policies. However, it was not 
until the middle of 1929 that the Board sanctioned a sharp increase in 
discount rates. By that time the stock market was so out of hand that 
the increase in rates had little effect. 

The speculative excesses of the stock market collapsed in October 

1929. The collapse shattered public confidence and, coupled with the 
slow-down in general business that had set in three months earlier, set 
off a major depression that was not entirely dispelled until World War II. 

Federal Reserve policy of the 1930’s. In keeping with its established 
rules of policy the Federal Reserve Board moved to offset the deflationary 
movement set off by the collapse of the stock market. The liquidation of 
brokers' loans in New York City was carried out in a reasonably orderly 
fashion with the aid of Federal Reserve Bank open market purchases and 
discounting for member banks. 

After the collapse of the stock market in October 1929, the Federal 
Reserve System moved moderately in the direction of easing money 
conditions. The New York discount rate was gradually lowered, although 
it did not reach 2 per cent until December 1930. Also the System made 
some small increase in its government security holdings. These had been 
increased by $292 million by the end of January 1930, an entirely inade- 
quate amount in view of the fact that member bank indebtedness to the 
Federal Reserve Banks still amounted to $800 million. By the end of 

1930, fourteen months after the stock market crash, the System's holdings 
of government securities had been increased by a little less than $500 
million. This still left member bank indebtedness at over $330 million. 

This gradual and inadequate process of easing the money market 
received a rude setback during the European banking crisis in the last 
half of 1931. To meet a gold drain of over $500 million, member banks 
sharply increased their borrowings at the Federal Reserve Banks and 
sold a substantial amount of bankers' acceptances. This increase in in- 
debtedness and reduction in liquidity resulted in tighter money and 
increased interest rates. Discount rates on acceptances rose sharply and 
commercial loan rates increased. The New York Federal Reserve Bank 
raised its discount rate during October from 1% per cent to 3% per cent. 

The record shows that at no time between the stock market crash of 
October 1929 and the bank holiday of March 1933 were Federal Reserve 
open market purchases of securities pushed far enough to enable member 
banks to get out of debt and to accumulate a sizeable quantity of excess 
reserves. This means that there was a complete failure to develop a 
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condition of genuine money market ease of the kind needed as an effec- 
tive offset to serious depression. Genuine ease, with an abundance of 
excess reserves, did not appear until after the bank holiday of 1933. By 
that time depression had reached its worst and recovery had begun. 

Two divergent conclusions have been reached, based on our monetary 
and credit experiences of the Great Depression. First, those who favor 
the use of fiscal policy alone as an anticyclical device find support for 
their views. They conclude that monetary policy failed utterly to check 
depression and restore prosperity, and thus its bankruptcy in depression 
stands clearly revealed. They neglect the fact that at no time before the 
depression had reached its worst was a really effective monetary policy 
achieved. No one should expect that easy money policy can reverse 
business expectations and induce an expansion in investment once de- 
pression has reached the extreme stage where business solvency and 
confidence have been destroyed and economic life is completely demoral- 
ized. Consequently this much cited historical “proof” of the ineffectiveness 
of proper and prompt antideflationary monetary policy is largely ground- 
less. There are good reasons to think that a prompt and effective increase 
in the liquidity position of banks and the money market early in 1930 
might have warded off a good deal of the demoralization associated with 
the liquidity panic that led to the collapse of the banks. In such a case 
the severity of the depression might well have been greatly lessened. 
This is not to say that monetary policy makes fiscal policy unnecessary. 
Rather it should be a warning against discarding monetary policy entirely, 
as some have proposed, and substituting for it dependence on fiscal policy 
alone for economic stabilization. 

A second conclusion based upon the depression experiences of 1929- 
1933 is that of some who confidently believe in the effectiveness of 
monetary policy. They hold that the halting, muddling progress of 
monetary policy in 1930-1932 is simply evidence of the ineptitude of 
central bank management. This experience, they hold, shows the urgency 
for fixing proper rules to guide monetary policy (price level stabilization, 
for example) so that policy will not be at the mercy of the errors of 
managerial discretion and judgment. 

There are strong reasons for rejecting both of the conclusions just 
mentioned. As we have seen, those who have condemned monetary policy 
on the basis of the experience of the depression failed to note that in 
fact genuine antidepression monetary policy came into being too late. 
On the other hand, the critics of the management and application of 
monetary policy are wrong in blaming the imperfections upon mana- 
gerial errors alone and therefore holding that discretionary monetary 
policy is always doomed to failure. After all, a good deal has been 
learned about the application of central bank policy in the last quarter- 
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century. The old shibboleth of “accommodation of trade and commerce” 
has been relegated to a secondary and more appropriate place in Federal 
Reserve policy thinking. During the crisis years of 1930-1933, the primary 
reliance upon this old theory by the Federal Reserve System served to 
confuse and hamper the adoption of a genuine easy money policy that 
is essentially quantitative in nature. Furthermore, the faulty credit 
practices of 1930-1933 were not entirely a result of the application of 
outmoded monetary dogma. Of even greater importance were certain in- 
stitutional restraints that hindered the development of genuine easy 
money market conditions. 

Institutional restraints to easy money. In some instances member 
bank reluctance to borrow, in part related to earlier efforts on the part 
of the Federal Reserve to discourage continuous borrowing, and the 
eligible paper and government security requirements for member bank 
borrowings constituted a barrier to the use of Federal Reserve credit by 
member banks. But even more restrictive was the outmoded rule that 
required the deposit of discounted eligible paper or gold and gold 
certificates as collateral for Federal Reserve notes. Whenever the Fed- 
eral Reserve System purchased government securities to expand member 
bank reserves and enable members to reduce their borrowings, the supply 
of discounted paper was reduced and the Federal Reserve Banks were 
compelled to substitute gold and gold certificates as collateral. This 
sharply reduced the Federal Reserve holdings of “free” gold available for 
export. Thus, whenever an actual or threatened export of gold appeared, 
the Federal Reserve Banks found it necessary to sell securities, and thus 
compel member banks to borrow again in order to obtain collateral for 
Federal Reserve notes and to release the gold. For example, before 
February 27, 1932, when Congress gave permission for the use of govern- 
ment securities as collateral, the Federal Reserve Banks’ supply of free 
gold (gold not tied up as reserve against deposits and as collateral 
against Federal Reserve notes ) had dwindled to about $300 million. Had 
the Federal Reserve Banks at that time attempted to push their holdings 
of government securities to the point at which member banks might 
have been able to get out of debt, the available free gold would have 
fallen far short of satisfying the collateral requirements for outstanding 
Federal Reserve notes. In all fairness, then, until the end of February 
1932, the hands of the Federal Reserve authorities were effectively tied 
in any attempts to establish genuine money market ease. 

Credit policy, 1933-1939. The return flow of hoarded currency to 
the reopened banks after the bank holiday relieved the pressure upon 
the banks’ cash position and enabled them to reduce their borrowings. Ex- 
cess reserves of substantial proportions appeared, and the much needed 
ease in the money market became a reality. The devaluation of the dollar 
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early in 1934 was the signal for the start of an unprecedented inflow of 
gold. Member bank excess reserves rose far above any conceivable needs. 
To hold this excess within manageable bounds the Board of Governors 
repeatedly raised reserve requirements. At the same time, to provide 
earnings, the System maintained its government security holdings at 
about $2.5 billion. The increase in member bank reserves that resulted 
from the gold inflows of the 1930’s, and the effects of these changes in 
reserve requirements in the 1936-1938 period, may be seen in Fig. 29.1. 



Bank Reserves: Some Major Factors Affecting Them. Federal 
Reserve Bank of New York , March 1951 , p. 8. 

Fig. 29.1. Required Excess Reserves of Member Banks, 1 932—October 1950 
(monthly averages of daily figures). 


The flexible open-market portfolio policy. Before 1937, even though 
the main function of the Federal Reserve System’s open market portfolio 
was to provide earnings, the fiction of influencing short-term interest 
rates was maintained. Consequently, the System held mainly Treasury 
bills of extremely low yields. However, in 1937, the Open Market Com- 
mittee adopted a new policy of purchasing long-term government securi- 
ties for the purpose of checking a decline in their prices. This new action, 
referred to as the flexible open market policy , enabled the Federal Re- 
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serve System directly to intervene in the long-term bond market instead 
of depending upon the influence of changes in short-term rates induced 
by changes in member bank reserve position. Tq understand the reason 
for this shift in policy, it should be remembered that during this period 
the high volume of excess reserves left the Reserve Banks out of contact 
with the money market and therefore helpless to exercise their traditional 
function of controlling short-term interest rates. When war broke out 
on September 1, 1939, high-grade bond prices fell sharply and the Fed- 
eral Reserve System came to the rescue with heavy purchases of long-term 
government securities. The avowed purpose of this action was to protect 
the market from “violent fluctuations of a speculative or panicky nature.” 
Believing that its best contribution to public interest was to maintain 
orderly conditions in the market for government securities, the Board of 
Governors, on September 1, 1939, announced a supplemental policy. 
All Federal Reserve Banks would lend on government securities at par 
to both member and nonmember banks. This move was designed to 
encourage banks to borrow funds when in need rather than to sell bonds 
on the market. 

War-finance credit policy, 1940-1945. The German invasion of the 
Low Countries in the spring of 1940 caused a quick expansion of the 
armament program, which later was merged into the all-out war effort 
in 1942. Between June 1940 and December 1945 the Federal Govern- 
ment spent about $380 billion. Of this, $95 billion were provided by 
commercial and Federal Reserve Bank purchases of securities. There 
resulted a net increase of about $44 billion in checking accounts and 
$20 billion in currency in circulation. 

The member bank supply of excess reserves was quickly exhausted by 
the increased circulation requirements, and the banks had to turn to the 
Federal Reserve Banks for accommodation. Unlike World War I, when 
banks were required to discount “war paper” to obtain reserves, the 
Federal Reserve System, in 1942, undertook to provide the banking 
system with ample reserves with a minimum amount of member bank 
borrowing. Although a preferential discount rate of one-half of 1 per cent 
on member bank borrowings on short-term government securities was 
established, the main source of bank reserves was the open market 
purchases of securities by the Federal Reserve System. By posting a buy- 
ing rate for Treasury bills at three-eighths of one per cent per annum 
discount, the Federal Reserve Banks opened the way for member banks 
to purchase such bills and convert them into cash reserves whenever 
needed. To make things even more attractive, banks were given a re- 
purchase option on the bills that were sold. 

Thus the “involuntary open market purchases” of Treasury bills be- 
came a principal avenue through which Federal Reserve Bank credit 
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reached the money market. In addition, the Open Market Committee 
established the policy that open market purchases and sales of other 
types of" government securities should be made from time to time for 
the purpose of maintaining the desired level of prices and yields and 
to maintain an adequate supply of funds in the market. Under this policy 
the rate on twelve-month Treasury certificates was pegged at seven- 
eighths of 1 per cent. The Reserve Banks were limited in making direct 
purchases from the Treasury to the amount of $5 billion. In the pursuit 
of this policy of providing member banks with ample reserves and main- 
taining low interest rates for government borrowing, the Federal Reserve 
Banks added more than $21 billion to their open market portfolio of 
government securities. 

The dilemma of postwar credit policy. The low interest rate policy 
during the war assured the government of adequate funds at minimum 
costs. Such a policy was entirely proper, for high interest rates on 
government borrowing during wars do not reduce significantly the need 
for credit expansion. Nevertheless, the tremendous size of the low- 
interest-bearing government debt created serious problems of credit 
control after the war. 

One means used to keep down the average interest charges on the 
debt was the issue of vast amounts of short-dated obligations, which 
were mainly absorbed by the banking system. The rate on these obliga- 
tions was held down by the simple expedient of having the Federal 
Reserve Banks support the price by purchases in the open market. The 
bank holdings of this short-term debt at the end of 1945 were as follows: 


Treasury bills (3 months) 
Certificates of indebted- 
ness (12 months) 
Treasury notes (3 to 5 
years ) 


Total 

Outstanding 

$17,037,000,000 

38.155.000. 000 

22.967.000. 000 


Held by 
the Federal 
Reserve Batiks 
$12,831,000,000 

8.364.000. 000 

2 . 120 . 000 . 000 


Held by Com- 
mercial Banks 
$ 2,476,000,000 

18.091.000. 000 

15.701.000. 000 


To wind up wartime commitments the Treasury had to continue its 
borrowings after hostilities ceased. Furthermore, it was regularly com- 
pelled to sell new securities in order to refinance maturing issues. There- 
fore the Federal Reserve System continued its support of government 
security prices and the wartime policy of low interest rates. But in the 
process of supporting the Treasury low-interest-rate policy, the Federal 
Reserve System necessarily was providing commercial banks with cheap 
sources of cash reserve. The banks could sell Treasury bills and other 
short-dated paper in the market, and the reserve banks necessarily stood 
ready to purchase whenever a decline in price threatened to endanger the 
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existing pattern of interest rates. In providing the market with funds 
required to keep interest rates low on short-term government securities, 
the Reserve Banks were providing an abundant and never-ending supply 
of reserve funds for use by banks in any way they saw fit. 

The situation would not have been so troublesome had the war been 
followed by a period of depression and serious unemployment. But the 
inflation that actually materialized created a dilemma for the Federal 
Reserve authorities. They wished to maintain a low market rate of 
interest on the government debt. At the same time, they recognized an 
acute need to impose anti-inflationary credit restraint on business. But 
so long as the Federal Reserve Banks supported the easy money rates 
for Treasury borrowing they were unable to impose restraint on the 
expansion of bank credit for business. Furthermore, should the market 
rates of interest be allowed to rise, long-term government bonds, floated 
at low rates of interest, would fall in price. A disorganization of the gov- 
ernment bond market was, of course, to be avoided. 

The problem was pointed up by two developments. During the latter 
part of 1945 and early 1946, banks showed a tendency to sell some of 
their holdings of short-term government obligations to the Federal Re- 
serve Banks and use the proceeds to purchase long-term bonds. This 
“monetizing” of the long-term debt was profitable to the banks since they 
could dispose of Treasury bills yielding three-eighths of 1 per cent and 
purchase bonds that would yield something over 2 per cent. This was es- 
pecially attractive to banks since the Federal Reserve, by supporting bond 
prices in the open market, made Treasury bonds as liquid as Treasury bills. 
The possibility that this practice might reach large proportions constituted 
a serious additional inflationary threat, since sales of Treasury bills to 
the Federal Reserve Banks resulted in higher bank reserves. In the sec- 
ond place, the inflationary postwar expansion in business created a heavy 
demand for bank credit. Orthodox policy called for the imposition of 
restraint through tighter money and higher interest rates. The low interest 
rate policy on government securities prevented the use of such restraint. 

Attempts to deal with postwar inflation. The inflation of the postwar 
years was supported by the wartime monetary expansion and by a sharp 
increase in credit and money in the postwar years. During the war and 
the immediate period thereafter, price controls held down the velocity 
of money and largely prevented a rise in prices. The postwar boom, how- 
ever, rapidly got under way and was strongly supported by the rise in 
expenditure for scarce consumer goods after the end of rationing and 
price controls in 1946. 

The second source of postwar inflation was the rise in private borrow- 
ing to finance the reconversion to peacetime production. This expansion 
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of credit was based upon reserves created by the Federal Reserve System 
in support of the Treasury’s low interest rate policy and, consequently, 
had an unlimited inflationary potential. Two types of proposals were 
made for checking this inflation. The first was to continue the existing 
easy money policy but invoke certain other restraints upon inflation in 
the private sector of the economy. The second proposal was simply that 
the easy money policy be abandoned in favor of conventional monetary 
restraint. 

Those favoring a continuation of an easy money policy were concerned 
with the effect of higher interest rates upon the cost of carrying the debt 
and the possibility of adverse effects of higher interest rates upon govern- 
ment security prices, and, in some circles at least, it was feared that a 
tight money policy would result in depression, and possibly stagnation, 
and impair the rate of future economic growth. The Treasury’s desire 
for continued low interest rates was understandable in view of the neces- 
sity of issuing new securities in exchange for old in annual amounts of 
between $50 billion and $75 billion. In support of this desire for low 
interest rates, one Treasury spokesman urged that higher interest rates 
would make inflation worse rather than less, since the Treasury would 
have to increase its borrowings to meet the additional interest charges. 
A second argument against higher interest rates, widely accepted for a 
time, was that the resulting decline in the prices of long-term govern- 
ment securities would induce a violent dumping of these securities, a 
complete demoralization of the security markets, and the collapse of the 
government’s credit In any event, some argued, higher interest rates 
arising from monetary restraint would not check inflation. 

Efforts at restraint on commercial credit while maintaining low in- 
terest rates on the government debt. The proposals and the actual at- 
tempts, during 1945-1951, to impose restraint while maintaining a low 
interest rate on government borrowings took a number of forms. First, 
in 1945, the Board of Governors proposed that Congress grant it authority 
to regulate the government security holdings of commercial banks. Spe- 
cifically, such authority would have included authorization: (1) to place 
a limit upon the amount of long-term government securities each bank 
might hold in proportion to its demand deposits; and (2) to set a mini- 
mum percentage ratio of short-term government securities to demand 
deposits which banks should hold. Such a requirement would have con- 
stituted a kind of compulsory secondary reserve and would have effec- 
tively locked into the commercial banks a large fraction of the Treasury 
short-term low-interest-bearing debt. Had this suggestion been granted, 
the Board would have been in a position to prevent further monetization 
of the long-term debt and, by reducing the liquidity of banks, could have 
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tightened money rates in the private sector without increasing the cost 
of short-term Treasury borrowing. Congress, however, failed to take 
any action on the Board’s request. 

Next the Board suggested that it be given authority to raise reserve 
requirements for member banks. This authority would have enabled the 
Board to absorb new reserves created by Federal Reserve purchase of 
securities in support of the Treasury’s easy money policy. This request, 
too, fell upon deaf congressional ears at the time. 

In July 1947 the Board abandoned its published buying rate on Treas- 
ury bills of three-eighths of 1 per cent and allowed the rate on such bills 
to rise to more normal levels. The rise in the bill rate, though it removed 
the temptation to sell bills in order to switch to higher-yielding bonds, 
had but a modest restraining influence, for the Federal Reserve Banks 
continued to support the prices of other Treasury securities in order to 
maintain an agreed-upon pattern of rates. 

In the meantime inflation, unchecked by monetary restraints, moved 
ahead rapidly, with wholesale prices advancing 50 per cent between 
June 1946 and August 1948. This increase in prices, incidentally, occurred 
during a period when the Federal budget was, on balance, showing an 
aggregate cash surplus of about $15 billion. In August 1948 on the 
threshold of the recession of 1949, Congress authorized the Board of 
Governors to reinstate Regulation W controlling consumer credit and 
to raise reserve requirements of member banks beyond the regular 
statutory limits. Both authorizations expired on June 30, 1949, after a 
short period of use. 

When the slackening in industrial output and employment became 
noticeable early in 1949, the Federal Reserve System, already committed 
to an easy money policy, had little room for maneuver. Nevertheless, it 
did what it could by easing consumer credit terms and lowering margin 
requirements on security loans. In addition it made a series of reductions 
in reserve requirements that released altogether about $3.8 billion of 
reserves. The commercial banks followed their usual practice of using 
their excess reserves to purchase short-term government securities. By 
the end of 1949 the cyclical upturn was well under way, and by the time 
of the outbreak of war in Korea in June 1950, business conditions were 
again at a high level. 

Korea and monetary policy. The war in Korea began just as re- 
covery from the 1949 recession was about completed. It brought with 
it a renewed expansion of military spending and a growing increase of 
speculative buying by business and consumers alike. When the Chinese 
intervened in December, and the unfavorable United Nations military 
position threatened a long and costly war, speculative buying became 
even more intense. In the face of a sharp increase in the demand for 
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speculative credit, the Federal Reserve System, still a slave to the 
Treasury easy money policy, found itself without adequate weapons of 
restraint. Already recovered from the decline of 1949, wholesale prices 
rose about 17 per cent between June 1950 and February 1951. Banks 
and other investors disposed of government securities at prices pegged 
by the Federal Reserve System to obtain funds to meet the demands of 
private borrowers, increasing, as they did so, the supply of reserve funds 
available for multiple credit expansion. 

In September 1950, under the authority of the Defense Production 
Act of that year, the Board of Governors reinstated Regulation W to 
restrain consumer credit. One month later, October 1950, the Board 
cooperated with the Federal agencies involved in regulating insured 
housing loans, to institute Regulation X, imposing limits upon mortgage 
financing of new residential construction. In January 1951, margin re- 
quirements on stock market loans were increased, and the Board ordered 
reserve requirement increases amounting to $2 billion to absorb reserves 
arising from postholiday currency returns and support purchases of 
government securities. The inadequacy of these measures in resisting 
the strong inflationary pressure of the times is shown by an increase in 
wholesale prices of nearly 9 per cent in the four months between Novem- 
ber 1950 and February 1951. 

The accord of March 1951. At the insistence of the Federal Reserve 
authorities, the Treasury at last agreed to the Federal Reserve System's 
abandonment of its practice of supporting government security prices 
at a fixed level of rates. A joint statement by the Treasury and the Board 
announced that a full accord had been reached and that debt manage- 
ment and monetary policies should have the common purpose to “assure 
successful financing of the Government’s requirements and at the same 
time to minimize monetization of the public debt.” 

The Federal Reserve’s gradual withdrawal of support in the govern- 
ment security market led to a decline in price of long-term 2j/g s from 
100% to about 97 by May 1951. To avoid taking losses on the sale of 
bonds at a discount, banks turned to the Federal Reserve Banks to borrow 
when in need of additional reserves. During the remainder of 1951, how- 
ever, the Federal Reserve assisted the Treasury’s refinancing operations 
from time to time by purchasing maturing security issues. 

The year 1951, therefore, marked the reassertion by the Federal Reserve 
System of its right to use its most potent weapons against inflation. It 
is worth noting that, though often prophesied, the restoration of tighter 
money and higher interest rates failed to result in a general dumping of 
government securities and a demoralization of the security markets. 
Instead, owners of securities that had fallen in price because of higher 
interest rates held them in order to avoid taking losses on their sale. Thus 
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was laid to rest one of the most popular monetary superstitions of the 
postwar world, and monetary policy was restored to its proper place as 
an indispensable tool of economic stabilization. 

The withdrawal of Federal Reserve support to government security 
prices in 1951 dried up the previously endless stream of loan funds de- 
rived, at the option of the market, from the sale of government securities. 
The resulting restraint was felt both by banks which turned to borrowing 
at the Federal Reserve Banks and by insurance companies and other 
lenders that had been rearranging their portfolios by selling government 
securities and substituting for them higher-earning loans to business and 
real estate mortgage loans. The decline in bond prices abruptly reduced 
this hitherto profitable switch. New commitments for mortgage lending 
became hard to get, with the result that considerable restraint was felt 
in the construction field. 

The tight money period of 1953 - 1953 . The year 1952 was one of 
general wholesale price stability and sustained high-level business ac- 
tivity. The Federal Reserve System assumed the responsibility for re- 
stricting credit and monetary expansion to the growth needs of the 
economy. Although the System relieved seasonal strains in the market, 
member banks were compelled to face the restraints of discounting at 
the Federal Reserve Banks to provide themselves with reserves wanted 
for expansion. At one time in December 1952, member bank discounting 
reached the $2 billion mark. In the atmosphere of quantitative restraint 
created by the restoration of credit policy, the Board suspended the 
operation of Regulation W in May, and that of Regulation X in Sep- 
tember. During the year, with little change in velocity, the effective 
money supply (net demand deposits plus currency outside of banks) 
increased by about 4 per cent, an amount corresponding roughly to the 
rate of growth of the economy. 

During the first part of 1953 the pressure upon credit was maintained. 
The Federal Reserve discount rates were increased from 1 % per cent 
to 2 per cent, and member banks became more reluctant to lend borrowed 
money. By May, signs of excessive money market stringency began to 
appear, threatening to interfere with the meeting of normal credit needs. 
The Federal Reserve System therefore modified its restrictive policy and 
increased the supply of reserve funds by expanding its holdings of gov- 
ernment securities. 

The depression of 1953 - 1954 . By mid- 1953, a mild recession in busi- 
ness had set in— the result of a slackening of defense demands as the 
Korean fighting stopped and a readjustment of overextended inventories. 
The Federal Reserve System further increased its open market security 
holdings and lowered reserve requirements. This quick reversal of policy 
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to match changed conditions permitted member banks to reduce their 
borrowings and resulted in increased monetary ease. 

As the recession of 1953-1954 became clearly evident, the Federal 
Reserve System adopted a policy that it chose to call one of active ease . 
A further expansion of the System’s open market purchases in the spring 
of 1954 and a mid-year additional reduction of reserve requirements 
provided banks with an abundance of reserves and enabled them to get 
out of debt at the Federal Reserve Banks and to increase their holdings 
of Treasury securities. As a further gesture, in February 1954 the discount 
rate was reduced from 2 per cent to 1% per cent, and in May it was 
further reduced to I 1/2 per cent. 

The inventory liquidation of 1953-1954 was quickly accomplished 
Residential construction, supported by a basic unsatisfied housing de- 
mand, expanded sharply as mortgage money became more available 
with the ease in the money market. By the end of 1954 the recovery was 
well under way. Not only was prompt monetary policy of help in stimu- 
lating the recovery, but also fiscal policy had a part. Taxes paid by 
individuals were reduced, in part because of a decline in income and in 
part because of a lowering of rates. Unemployment insurance payments 
also expanded. As a result, in spite of a $7 billion decline in the Gross 
National Product in 1954, disposable personal income (after taxes) and 
consumer expenditures were larger in 1954 than in 1953. 

The year 1955 was prosperous enough to justify the Federal Reserve 
authorities’ adoption of a fairly neutral policy. The recession policy of 
“active ease” first gave way to one of “ease,” to be followed by “mild 
restraint” by mid-year. Member banks found it necessary from time to 
time to borrow at the Federal Reserve Banks to meet losses of funds 
in particular areas. The aggregate level of excess reserves was in general 
approximately equal to aggregate member bank borrowing during the 
first six months of 1955. 

Beginning with the last half of 1955, on through the first three-quarters 
of 1957, Federal Reserve credit policy was genuinely restrictive. At 
intervals the discount rate was raised from 1 % per cent in April 1955 to 
3y 2 per cent in August 1957, the highest in over twenty-five years. Mem- 
ber banks, though under pressure to confine their borrowings to short- 
term and emergency needs, found themselves from time to time borrow- 
ing well over $1 billion from the Federal Reserve Banks. Business found 
borrowing at banks increasingly difficult. Loan requests of large bor- 
rowers were not fully satisfied, and the less-desirable borrowers were 
more carefully screened by the banks. Furthermore, the accompanying 
rise in interest rates tended to reduce access to the security markets. 
In other words, credit availability was considerably reduced. As a 
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consequence of the restrictive pressure maintained by the Federal Re- 
serve System, the money supply increased but $4.5 billion from Decem- 
ber 1954 to December 1957, or at an annual rate of only 1.5 per cent. 
The depression of 1958 saw a relaxation of the monetary restraint of the 
previous three years. The discount rate was lowered, member bank 
reserve requirements were moderately reduced, and substantial open 
market purchases of government securities were made by the Federal 
Reserve Banks. Consequently, in 1958, the money supply rose by $5.3 
billion. However, this relaxation of credit policy was of short duration. 
During the last half of 1958 business conditions improved sharply and 
the Open Market Committee cautiously moved away from a policy of 
active ease into one of mild restraint to counteract “inflationary and 
speculative psychology.” The strong recovery of 1959 was matched by 
added restraint which gave way to renewed ease with the appearance 
of the recession of 1960. The modest nature of the recovery of 1961 and 
the continued high level of unemployment during 1962-1963 led the 
Federal Reserve authorities to continue a policy of moderate ease. At 
the same time they were confronted with a serious problem in the 
adverse balance of payments and an alarming rise in the outflow of gold, 
which tended to be aggravated by a low interest policy. 


Controversies Over Monetary Policy Since 1954 

Were monetary restraints excessive? Economic events and policy 
actions since 1954 have raised serious questions concerning the effective- 
ness and appropriateness of monetary policy actions during the last 
decade. During the ten-year period, 1945-1955, wholesale prices rose 
60 per cent and consumers’ goods prices rose 48 per cent. This inflation 
in prices can be explained in terms of: (1) the postwar shortage of 
consumers’ goods; (2) the excess supply of money and other liquid 
assets remaining from the war; (3) the speculative pressures that accom- 
panied the Korean War; and (4) the entire absence of monetary restraint 
before the accord of 1951. Such a peacetime inflationary experience 
established a strong anti-inflationary reaction in the minds of the mone- 
tary authorities. Consequently, the mild, continued rise in consumer 
goods prices during the years 1955-1962 served to keep alive a fear of 
renewed inflation. This the Federal Reserve authorities felt duty bound 
to suppress. However, during the period 1954-1963, while the Federal 
Reserve was largely concerned with preventing price inflation, the rate 
of economic growth declined sharply from that of the first decade after 
the war. For example, the average annual rate of growth in the real 
GNP between 1949 and 1953 was more than 5 per cent. In contrast, the 
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average annual rate of increase in the real GNP between 1954 and 1961 
was about half as large. The lack of needed growth is also emphasized 
by the unemployment rate of 4.3 per cent during the boom of 1955-1957 
and over 5 per cent in the early 1960’s. 

Some critics of monetary policy argue that the severe restraint on 
credit imposed by the Federal Reserve authorities during 1955-1957 
and again in 1959 was responsible for cutting off economic expansion 
and recovery before full employment had been reached. Consequently 
they blame the Federal Reserve’s concern over inflation, at a time when 
wholesale prices were relatively stable, for the inadequate growth rate 
of the U.S. economy since 1954. 

A second type of criticism of the restriction policies of the Federal 
Reserve System rests in the belief that the Federal Reserve authorities 
mistakenly sought to combat cost-push inflation by restricting aggregate 
demand, an action appropriate only in times of demand-pull inflation. 4 

Table 29.1 

Money, Prices, and the Gross National Product 
1954-1962 


Average Prices for 
the Year 


Gross National 
Product 

(In billions of dollars) 


Money supply , 

end of year , Real 



Wholesale Consumers 

seasonally adjusted 


Current 

(1954 



goods 

(In billions of dollars) 

V* 

Dollars 

dollars) 

1954 

92.9 

93.6 

129.7 

2.81 

363.1 

363.1 

1955 

93.2 

93.3 

135.2 

3.02 

397.5 

392.7 

1956 

96.2 

94.7 

136.9 

3.13 

419.2 

402.0 

1957 

99.0 

98.0 

135.9 

3.29 

440.3 

408.6 

1958 

100.4 

100.7 

141.2 

3.20 

444.5 

401.3 

1959 

100.6 

101.5 

142.0 

3.40 

482.7 

428.6 

1960 

100.7 

103.1 

141.2 

3.54 

502.6 

439.9 

1961 

100.3 

104.2 

145.7 

3.68 

518.2 

447.7 

1962 

100.6 

105.4 

147.9 

3.78 

554.9 

474.8 


The behavior of wholesale and consumers’ goods prices, the supply 
of money, the income velocity of money, and the Gross National Product 
for the years 1954-1962 are given in Table 29.1. The relative stability 


4 For a good statement of the position of the critics of Federal Reserve policy 
actions see the Staff Report on Employment , Growth , and Price Levels , prepared by 
the Joint Economic Committee, U.S, Congress, 1959, pp. 344-395. Also for criticism 
and defense of Federal Reserve policy actions see “Controversial Issues in Recent 
Monetary Policy: A Symposium,” Review of Economics and Statistics , August 1960, 
pp. 245-283. 
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of wholesale prices after 1957, the modest rise in the money supply, and 
the increase in income velocity of money are readily apparent. The evi- 
dence does not establish whether or not monetary restraint imposed by 
the Federal Reserve authorities was responsible for the slow-down of 
growth in the Gross National Product, nor does it prove that the continu- 
ing high level of unemployment arose from this cause. It merely provides 
a factual background for consideration. 

The “bills only” controversy. Since the Federal Reserve System in 
1951 withdrew its support of government securities at fixed or pegged 
prices, its policy has been directed toward the provision of appropriate 
quantities of member bank reserves. This policy is complicated by the 
dual nature of this goal, i.e., its defensive and its dynamic aspects. 5 
Defensive actions involve open market purchases and sales of govern- 
ment securities for the purpose of offsetting day-to-day changes in the 
supply of member bank reserves. These changes arise from external 
developments such as gold movements, Treasury receipts and expendi- 
tures, changes in money in circulation, and changes in Federal Reserve 
float. Moreover, defensive actions include modification in member bank 
reserve balances to match seasonal needs of business. In other words the 
defensive policy actions are designed to facilitate the orderly financing 
of trade and business and require a large part of the attention and effort 
of the Open Market Committee’s Trading Desk. These defensive actions 
take over a large share of the central bank function of lender of last 
resort , and member bank borrowings at the Federal Reserve Banks’ 
discount windows are thereby held to a minimum. 

The second, or dynamic, aspect of Federal Reserve policy is to regulate 
the general level of bank reserves so as to promote general economic 
stability and growth. Both the defensive and the dynamic policy actions 
are heavily concentrated in the System’s open market operations and 
occur simultaneously. 6 Quantitatively the defensive offsetting actions 
constitute the main part of day-to-day trading. Because the Trading Desk 
must buy and sell hundreds of millions of dollars’ worth of securities in 
a single day in its defensive, money market stabilizing actions, there is 
need for a broad, deep, and resilient market for the securities in which 


5 Cf. Robert V. Roosa, Federal Reserve Operations in the Money Market and Gov- 
ernment Securities Markets (New York: Federal Reserve Bank of New York, 1956), 
pp. 7-10. 

6 For the suggestion that dynamic policy objectives might be more readily and 
surely identified and achieved by abandoning defensive open market policy efforts and 
putting more reliance upon the discount window and the adjustments elsewhere in the 
market, see Joseph Aschheim, “Financial Intermediaries and the Goals of Monetary 
Policy,” American Economic Review , May 1963. 
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it trades. Otherwise defensive policy trading would be both difficult to 
carry out and highly disturbing to the security markets. Primarily for this 
reason the Open Market Committee adopted the policy of trading in 
Treasury bills. The daily trading in the Treasury bill market is extremely 
large (amounting to about $800 million in 1958) and can readily absorb 
Federal Reserve buying and selling orders without serious disturbance. 
In contrast, the market in long-term U.S. securities is relatively thin. 

The adoption of a “bills only” trading policy by the Open Market 
Committee has been sharply criticized on the grounds that it tends to 
restrict the effective use of open market operations to encourage economic 
expansion. The investment effects of interest rate changes primarily apply 
to the long-term area. Therefore an effective low-interest-rate policy 
designed to stimulate investment should be directed toward reduction 
of long-term interest rates. This leads to the conclusion that for maximum 
benefit open market purchases should be in long-term securities rather 
than in Treasury bills. Such purchases would both increase member bank 
reserves and reduce the market supply of long-term securities and raise 
their prices and thus lower long-term interest rates. 

This belief in the superiority of Federal Reserve dealings in the long- 
term securities market is challenged by Federal Reserve spokesmen. They 
maintain that not only are there important trading advantages in the 
Treasury bill market, but that an increase in bank reserves from bill 
purchases effectively lower both short- and long-term interest rates. They 
point out that because of the multiple expansion of credit that occurs on 
the basis of new bank reserves, the main force of the effect on interest 
rates depends upon the bankers’ response to an increase or decrease in 
the supply of available reserves funds. When reserves are increased 
during depression, banks buy securities— mainly short term to increase 
their liquidity and to avoid future capital losses. In addition they purchase 
intermediate-term U.S. securities after their liquidity requirements are 
met. At the same time the fall in short-term interest rates pushes down 
long-term market rates. Borrowers switch to the short-term market for 
financing, and lenders seek outlets for funds in the more lucrative long- 
term areas. Therefore, direct purchase of long-term securities by the 
Federal Reserve Banks is unlikely, relatively, to have significant conse- 
quences on long-term interest rates that are not equally derived from the 
purchase of Treasury bills. 7 


7 For an able statement of the Federal Reserve defense of trading in Treasury bills 
see Winfield W. Riefler, “Open Market Operations in Long Term Securities,” Federal 
Reserve Bulletin, November 1958, pp. 1260-1274, and Ralph Young and Charles 
Yager, “The Economics of ‘Bills Preferably/ ” Quarterly Journal of Economics , August 
1960, pp. 341-373. 
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Monetary Policy and the International 
Balance of Payments 

The balance of payments of the United States has been a growing 
source of worry during the early 1960’s. Before that time the adverse 
balance had the advantage of improving the position of other countries 
by increasing their holdings of international currency reserves both in 
gold and in short-term claims on the United States. By 1960, however, 
the drain on the United States gold stock became severe enough to create 
concern about the soundness of the dollar and the certainty of its con- 
tinued convertibility into gold. 

Two remedies were obviously needed. First, steps were called for to 
improve the balance by encouraging exports of goods and services and 
discouraging imports. Secondly, it was important to reduce short-term 
capital exports and encourage foreign-held dollar balances to remain in 
the United States. To accomplish the latter goal it was necessary to 
maintain short-term interest rates in the American money market at a 
level high enough to prevent foreign dollar holders from transferring 
them to other money markets in order to obtain higher interest earnings. 
But to maintain short-term interest at a relatively high level was com- 
plicated because business activity fell off in the United States after the 
middle of 1960 and unemployment was at a high level thereafter. Proper 
monetary action called for easier money conditions rather than tighter, 
but Federal action to ease the money market tends to reduce short-term 
interest rates. A proposal to meet this problem was that the Federal 
Reserve Banks should abandon the traditional policy of dealing only in 
Treasury bills and instead should purchase long-term Treasury obliga- 
tions as a means of expanding member bank reserves. This practice, it 
was believed, would drive up long-term Treasury security prices and 
thus lower long-term interest rates. At the same time, the Federal Reserve 
Banks might dispose of some of their holdings of short-term securities 
and thus help push up the short-term interest rates and help prevent 
the outflow of foreign owned funds. 

Modification of the ‘"bills only” policy. Although the Open Market 
Committee at first resisted the proposals that it engage in the purchase 
of long-term government securities, in October 1960 it issued a modified 
policy statement to the effect that open market operations should take 
into account "current international developments.” On February 20, 1961, 
it formally announced that intermediate- and long-term securities were 
to be included among its purchases. 

Between June 1960 and June 1962, with the Committees new policy 
in effect, Federal Reserve Bank holdings of securities maturing within 
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one year were allowed to decline by $2,188 million and securities maturing 
after one year rose by $5,500 million. During the same period interest 
rates were relatively stable. The yield on Treasury bills was 2.6 per cent 
in June 1960 and 2.73 per cent in June 1962. The yield on long-term 
government securities was 3.99 per cent in June 1960 and 3.90 per cent 
in June 1962. Quite obviously the Federal Reserve venture into the 
longer-term security market resulted in no substantial downward move- 
ment in long-term interest rates. At the same time, in the face of mod- 
erately easy money, Treasury bill rates remained high. In view of the 
fact that commercial banks, during the interval, increased their holdings 
of securities with maturities of less than one year, it seems unlikely that 
the Federal Reserve reduction of short-maturing holdings was responsible 
for the maintenance of the bill rate above 2% per cent. More important 
was the increase of $5 billion in Treasury bills on the market and a 
net increase of $18 billion in the supply of Treasury securities with 
maturities of under one year. 

The inconclusiveness of the Open Market Committees “experiment” 
leaves unsettled the controversy over whether or not the Federal Reserve 
open market purchases of long-term securities instead of short-term issues 
can in fact induce any lasting shift in the yield differentials between the 
two. Those who believe that such a shift in the yield pattern can be 
achieved in this manner argue that the Federal Reserve actions were 
too mild and that an all-out effort to switch out of short maturities into 
long terms would have succeeded. But this neglects the fact that any 
kind of easy money policy must put new free reserves into the hands of 
commercial banks which strongly tend to drive down short-term interest 
rates by buying short term securities in amounts several times as great 
as their newly acquired reserves. 8 So long as capital exports create bal- 
ance-of-payments problems, easy money and low-interest-rate policy, as 
a stimulus to business expansion, will probably have to be abandoned, 
and greater emphasis will need to be put on expansionary fiscal policy. 


Questions for Study 


1. What appears to have been the Federal Reserve credit policy during the 
years 1914-1921? How did credit policy during World War I differ from 
that of World War II? 


8 Cf. James R. Schlesinger, “The Sequel to Bills Only,” Review of Economics and 
Statistics , May 1962. The author concludes that experience shows that open market 
operations cannot be expected to seriously influence the structure of interest rates. 



478 


APPLICATIONS OF MONETARY AND FISCAL POLICY 


2. Why were the Federal Reserve actions during 1919-1921 inappropriate? 

3. What was the nature of the reason for the policy announced by the Fed- 
eral Reserve Board in 1923? How did this policy lead the Board astray 
in 1929? 

4. How adequate was the Federal Reserve Board’s antidepression policy of 
1930-1933? How can it be explained? 

5. How did the Federal Reserve Banks make certain that the government 
could borrow at low rates of interest during World War II? Are low in- 
terest rates justified during war? 

6. What was the reason for the dilemma in which the Federal Reserve Banks 
found themselves after World War II? 

7. What was the nature of the accord of 1951? 

8. Why has the tight money policy of 1955-7 and 1959 been criticized? 

9. What is the “bills only” controversy? 

10. What were the circumstances of its partial abandonment in 1960? 
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FOREIGN EXCHANGE 


During periods of prosperity and peace, world trade has mainly been 
carried on by private enterprise on a relatively free basis. However, the 
great depression of the 1930’s created serious balance of payment prob- 
lems for many countries. The result was the erection of a multitude of 
tariff-, quota-, and exchange-control barriers that in large measure dis- 
rupted normal trade patterns and mechanisms. World War II, which 
followed the years of depression, completed this disruption. Seeking 
foreign supplies on the most favorable terms, governments by-passed 
private importers and embarked upon a program of state trading. 
Furthermore, the war destroyed the normal trade relationships between 
belligerents. Pressure for scarce supplies led to strong measures of control 
over foreign exchange markets to insure that the limited supply of foreign 
exchange was used to satisfy most urgent military needs. Thus the war 
led to almost complete government control over foreign trade and foreign 
exchange markets. 
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The end of the war did not see a quick return to the use of normal 
peacetime international trade. Instead, because many countries preferred 
a rapid domestic rehabilitation that was believed to be incompatible with 
a restoration of free foreign exchange markets, state trading, exchange 
controls, and intergovernmental loans and grants-in-aid continued. Con- 
sequently, for almost a decade after the end of World War II, we saw a 
large fraction of world trade closely regulated by governments, and a 
by-passing of the normal private foreign exchange mechanism. 

Gradually there developed a loosening of governmental restraints on 
foreign trade. With this came renewed emphasis upon the problem of 
restoring free foreign exchange markets and free convertibility among 
the free-world currencies. Today the major trading countries of the free 
world have achieved a sufficient degree of international equilibrium in 
their balance of payments to permit the lifting of trade barriers and the 
maintenance of currency convertibility at fixed gold parities. It is impor- 
tant, therefore, that we acquaint ourselves with the mechanism of the 
foreign exchange markets and the basic principles upon which they 
operate. In this chapter we shall be examining the foreign exchange 
market and the manner in which foreign traders, both importers and 
exporters, are able to carry out the settlement of their monetary claims 
against each other. 


The Problem of Financing Foreign Trade 

Financing goods in transit. Regardless of whether or not the exporter 
of goods extends credit, he normally must arrange to finance the ship- 
ment while it is in transit. Only when the foreign buyer pays cash in 
advance can the seller escape this burden, and such cases are rare. When 
no credit is extended to the buyer, financing the shipment involves only 
the burden of waiting for payment until the goods arrive, and remittance 
is received in return. If the exporter is in a strong enough financial posi- 
tion to wait during this interval, the foreign exchange banker s function 
is not one of financing but merely that of a collection agency. If the 
exporter is not willing or able to wait the time necessary to collect the 
funds, he can call upon his bank for aid. This aid may take the form of 
a loan secured by the draft drawn on the buyer, or on his bank under a 
letter of credit, and by the documents of title to goods shipped, or by the 
purchase (or discount) of the draft itself. In either event, the bank 
advances the funds before the collections are actually realized from the 
export. 

Financing exports on credit. If the exporter agrees to sell on credit, 
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in order to give the foreign buyer time to resell the goods before payment, 
his problem becomes more difficult. The time he must wait for payment 
is prolonged. Again he may resort to his bank for aid, either by borrowing 
or by discounting time drafts drawn on the foreign buyer or on his bank. 
Exporting on credit is further complicated by the necessity for knowing 
the credit standing of the foreign buyer. 

The exporter’s protection. Whether the seller finances the export 
himself or relies upon the bank, he bears the risk, since he is legally 
liable as drawer of any drafts on the buyer which he discounts with 
his bank. Because of the difficulties involved in investigating the credit 
standing of foreign buyers, export credits are probably less generally 
extended upon open account than is the case in domestic trade. Exporters 
often keep control over their goods until they are paid (cash sales), 
or until drafts drawn on foreign buyers are accepted (credit sales). An 
exporter ships goods under an order bill of lading, which is a document 
of title, and the buyer cannot obtain his goods until he gets possession 
of the bill of lading. The exporter draws a draft or bill of exchange on 
the buyer, ordering him to pay on sight or on a certain date. To this bill 
of exchange he attaches the bill of lading and forwards both through his 
bank to a foreign bank, which in turn presents the bill of exchange to the 
importer for payment or acceptance. Or, the exporter may sell the bill 
of exchange to his bank, which then handles the transaction for itself. 
Instead of drawing directly on the buyer, an exporter may demand the 
right to draw a bill of exchange against a well-known bank that has 
previously authorized the drawing by the issuing of a letter of credit 
and has agreed to accept the bill and pay it upon maturity. 


Foreign Bills of Exchange 

Nature and origin of foreign bills of exchange. A foreign bill of 
exchange is simply a draft drawn by someone in one country on someone 
in a foreign country payable in the foreign country’s currency. It may be 
payable at sight or after the expiration of a certain time. It may be drawn 
on an individual, on a business firm, or on a bank by an individual, by 
a business firm, or by a bank. Exporters of goods, who by their sales 
contract have agreed to receive payment in the currency of the buyers 
country, draw foreign bills of exchange either against the foreign im- 
porter or against the importer s bank under a letter of credit. Bankers 
in the United States draw drafts or bills of exchange against their deposits 
in foreign banks and sell these drafts to American importers and others 
having remittances to make abroad. 
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Commercial bills of exchange. Drafts drawn by exporters (or by 
others to whom foreign funds are due ) are known as commercial bills of 
exchange , because they arise directly out of commercial transactions. 

Commercial bills may be payable at sight or at some future time. If 
a bill is drawn in order to collect for services, there are no documents to 
attach, and the bill is therefore a clean bill. If it is drawn for the sale of 
goods and the documents are attached, it is known as a documentary bill. 
If the credit of the importer is good, the bill may be marked “documentary 
acceptance,” meaning that he can get his documents entitling him to 
possession of the goods when he accepts the draft. Otherwise, the docu- 
ments will be released only upon payment of the draft. Commercial bills 
drawn on banks under letters of credit are normally marked “documentary 
acceptance,” and entitle the drawee banks to possession of the documents 
on acceptance of the bills. 

Bankers’ bills. Bills of exchange drawn by American banks on foreign 
banks are known as bankers ’ bills . 1 * * * These bills are of several different 
types. Those payable on demand are either sight drafts or cable transfers. 
Those payable on time are divided into short bills and long bills. 

Bankers’ bills may be drawn against balances in foreign banks and 
sold to persons having obligations to pay abroad. They may also be 
drawn against foreign banks for the purpose of obtaining funds in the 
drawee bank’s country. Such bills are known as finance or loan bills . 

Use of bills of exchange in international settlements. We may, for 
convenience, think of foreign bills of exchange as having their origin in 
the transactions of American exporters who ship goods and draw drafts 
(on foreign buyers) ordering payment of the required amount in foreign 
currency. The exporters would like to exchange these orders for American 
dollars. On the other hand, American importers with remittances to make 
desire to exchange their dollars for drafts calling for payment in foreign 
currencies. There are, of course, difficulties that prevent the exporter 
from selling his foreign bills of exchange directly to the importer. In 
addition to the physical difficulty of making contact, there is the ques- 
tion of size and maturities to consider. Foreign exchange merchants 
quite naturally developed as go-betweens for the buyers and sellers of 
foreign exchange. 

The foreign exchange bank stands ready to purchase foreign bills from 
the exporters or other commercial drawers at the current rate of exchange. 
It buys both sight and time bills. These bills are collected, when due, 
through a foreign branch or foreign correspondent, which credits the 

1 The term bankers 9 bills is sometimes used to include all bills drawn on bankers, 

whether by other banks or by individuals under letters of credit ( which we have in- 

cluded under “commercial bills”). This usage applies particularly to the discount 

market. 
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proceeds to the account of the American bank. It is against these collected 
funds in foreign banks that the bank then draws the drafts or bankers’ 
bills it sells to Americans wishing to remit abroad. 


The Rates of Exchange 

The meaning of foreign exchange rates. The rate of exchange on a 
foreign country is simply the price, in one’s own currency, of bills of 
exchange payable abroad in the foreign currency. Thus the rate of 
exchange on London is the price, here, in dollars, of a pound sterling 
draft. The basic rate of exchange is generally quoted as the price of a 
cable transfer. 

Maturities of bills and the rate of exchange. The highest rate or 
price charged for a bill of exchange is for the cable transfer calling for 
immediate payment. The banker’s sight draft costs somewhat less because 
the banker in America has a double use of the money received from the 
buyer during the interval elapsing from the time the draft is sold to the 
time it is collected. In contrast to the sale of a cable transfer, the sale 
of a sight draft enables the banker to obtain interest, at the foreign rate, 
for the time the bill is uncollected. Drafts payable at a future date bring 
a still lower price than the sight drafts, the difference being determined 
by the interest rate and the time between the date of sale and the pay- 
ment of the bill. 

Origin of the bill and the rate of exchange. Commercial bills, drawn 
by exporters, sell at a lower price than bankers’ bills of similar maturities. 
The highest-priced commercial bills are sight bills drawn on well-known 
bankers under letters of credit. The price of such bills will be less than 
the price of bankers’ sight bills by the amount of the commission or profit 
which the foreign exchange banker requires. Bills drawn on commercial 
firms instead of on banks sell for still lower prices, since the element of 
risk is somewhat greater. 

Factors affecting the basic rates. The price of foreign bills, or the 
rate of exchange, depends fundamentally upon the forces of supply and 
demand. At any given time, the supply of commercial bills offered for 
sale in American foreign exchange markets depends upon the value of 
American exports (both visible and invisible). If the supply of such bills 
offered for sale is in excess of the demand for foreign bills on the part 
of Americans wishing to make remittances abroad, the price will fall. If 
the supply is relatively small, the price will rise. Thus, a favorable bal- 
ance of indebtedness (an excess of export items) depresses the foreign 
exchange rate, whereas an unfavorable balance (an excess of import 
items) raises it. Whether the rates are high or low, the exchange banker 
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endeavors to buy bills more cheaply than he sells them in order to pre- 
serve his margin of profit. 

The market for foreign exchange behaves as does any other competi- 
tive market. The supply of foreign bills increases with an increase in the 
volume of export items. The demand for foreign bills rises with an 
increase in imports. Figure 30.1 shows the manner in which the market 
price (rate of exchange) that equalizes demand and supply is estab- 


SUPPLY AND DEMAND OF 
FOREIGN BILLS OF EXCHANGE 



Fig. 30.1. Exchange Rate Equilibrium: Supply = Demand. 

lished. At $2.80 per pound, the supply equals the demand and the market 
is in equilibrium. 

Limits to exchange rate fluctuations: gold points under the gold 
standard. Before the general collapse of the world gold standard in 
1931, foreign exchange rates were closely tied to the mint par gold value 
of the respective currencies. Mint par relationships between currencies 
are determined by comparing the amount of gold into which each cur- 
rency may be converted or by comparing the price of gold in the coun- 
tries involved. 

Before England abandoned gold in 1931, the mint par of exchange 
with the United States was $4.8665 = £ 1. This meant that a banker 
owning a pound in England could, if necessary, convert it into gold and 
return the gold to the United States where it could be converted in turn 
into $4.8665. Therefore, at a time when United States exports (in the 
broad sense) exceeded imports, the resulting fall in the price of pound 
sterling bills of exchange could not exceed the cost involved in convert- 
ing such bills into gold and the shipment of that gold to the United States. 
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The cost of shipping (including packing, freight, insurance, loss of 
interest while in transit, etc. ) was generally estimated at about 2 cents 
per pound. Hence bankers’ bills drawn on London would not fall below 
$4.8465. This price was called the gold import point and marked the 
lowest point to which the price of pound drafts could fall. Likewise, 
when American imports (in the broad sense) tended to exceed exports, 
and the price of sterling bills rose, the maximum price of such bills 
would not exceed mint par ($4.8665) plus the cost (about two cents) 
of shipping $4.8665 worth of gold to London for conversion into pounds. 
Consequently, the maximum price of pound sterling bills would not 
exceed $4.8865, which was the gold export point. 

At the end of 1958 fourteen European countries made their currencies 
fully convertible for current transactions of nonresidents. This means 
that nonresidents who acquire foreign exchange funds by the export of 
goods and services are entitled to sell drafts drawn against these funds 
in exchange for other currencies at a price corresponding to the estab- 
lished par rate of exchange. Each country undertakes to obtain foreign 
currencies required by nonresidents desiring to convert any given cur- 
rency into any other wanted currency. Because parity of exchange is 
expressed in terms of gold or U.S. dollars, the situation closely resembles 
that of the old gold standard previously described. However, government 
monetary authorities undertake to maintain convertibility of their own 
currencies by holding foreign currencies (largely U.S. dollars) and gold. 
As members of the International Monetary Fund, they agree to limit 
exchange rate fluctuations to about % of 1 per cent above and below 
parity. For example, the par value of the British pound is $2.80. Should 
British imports become excessive and the foreign exchange value of the 
pound fall to about $2.78, the British monetary authorities will step in 
and freely sell U.S. dollars for pounds at $2.78. Likewise, should pres- 
sure for bills of exchange payable in pounds push the price of pounds 
to $2.82, the monetary authorities intervene to sell pounds at that price 
in exchange for dollars. Thus, under the present-day monetary arrange- 
ments, exchange rate fluctuations among convertible currencies are 
limited by the spread between the buying and selling price established 
by the government agencies or central banks instead of by the cost of 
shipping gold, which determined the spread when private shipment of 
gold was permitted. 

The behavior of foreign exchange rates under gold convertibility or 
the gold standard is illustrated in Fig, 30.2. Note that whenever the de- 
mand for foreign bills rises (moves to the right, D') it will shortly inter- 
sect the supply curve at $2,82. Any further increases in demand cannot 
push the price of pound bills of exchange higher because at that point 
the supply of pounds is infinitely elastic. Also, should a rise in exports 
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SUPPLY AND DEMAND OF 
FOREIGN BILLS OF EXCHANGE 



SUPPLY 

DEMAND 


Fig. 30,2. Foreign Exchange Supply and Demand When Gold 
Parity Is $2.80 per £ and Unlimited Supply of 
Pounds Is Available at $2.82 and Unlimited 
Demand Exists at Price of $2.78. 

push the supply curve for pound drafts to the right (S'), it will shortly 
intersect the demand curve at a price of $2.78. Any further increases in 
supply of bills cannot reduce the price of pounds below $2.78 because 
at that price the demand for pounds is infinitely elastic. 

Limits to exchange rate fluctuations: inconvertible paper currencies. 
When a country's currency is not convertible into a fixed amount of gold, 
or equivalent currencies, there is no gold import point or gold export 
point to limit the rise or fall in the price of its bills of exchange. Instead 
the price of bills drawn on it is free to adjust to market conditions so 
that the country’s export items and import items are in balance. Such a 
"floating” rate of exchange is determined primarily by the buying power 
of that currency at home as compared with the buying power of other 
currencies in their respective countries. This is necessarily so because 
such bills cannot be converted into gold but must be utilized to buy 
commodities or services. If, for example, American exporters have bills 
of exchange drawn on English banks payable in paper pounds, they can 
be sold only to someone willing to purchase pounds with dollars. Funda- 
mentally, the demand for pounds ( barring speculative influences ) arises 
from the desire to purchase British goods, services, and securities. For 
example, American importers will buy pounds only when, at the existing 
rate of exchange, British goods can be purchased and returned to Amer- 
ica to be sold at a profit. If bills of exchange drawn on the paper standard 
country are too high in price to make their use profitable for obtaining 
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goods for export from that country (including services, travel, and so 
forth), they must become cheaper. Normally the rate of exchange on 
a paper standard country must be such as to maintain a balance between 
its import and export items. 2 

Because paper currency exchange rates are not anchored to any gold 
parity, they are particularly exposed to speculative pressure. And since 
any breath of rumor is sufficient to start speculative movements, it is 
easy to see that financing of foreign trade under the circumstances may 
become abnormally hazardous. To keep paper exchange rates free from 
speculative activities, it may be necessary for the central bank or the 
government to acquire sufficient foreign funds and credits to enable it 
to support the domestic exchange rates against bear raids of the specu- 
lators. This support is accomplished by the simple expedient of buying 
all domestic currency offered at what is considered a desirable rate, in 
exchange for bills on foreign countries. In this way exchange rates in 
paper standard countries may be given substantial stability. 

Limits to exchange rate fluctuations: controlled rates. During and 
after World War II, we became accustomed to seeing a type of foreign 
exchange situation, made familiar by Germany in the 1930’s, in which 
there were neither the gold shipping point limits nor flexible exchange 
rates that tend to move toward an equilibrium level. This system is known 
as exchange control. It is characterized by: (1) a lack of free convertibility 
of the currency into gold or equivalent currencies; (2) the absence of ex- 
change rate adjustment to provide equilibrium in the country's balance of 
payments; and (3) a rigid control over the price of foreign exchange bills 
by government interference in the market. Specifically, a certain ‘official 
rate” of exchange is established with another country by the government 
exchange control agency. All exporters are required to sell their foreign 
bills of exchange to the control agency. All importers must purchase 
foreign exchange from it. If, under the circumstances, the country's bal- 
ance of payments is favorable ( export items exceed imports ) , the control 
agency will tend to accumulate foreign exchange abroad. This tendency, 
in itself, is no immediate cause of concern save for the possibility that it 
represents a waste of resources. But it becomes much more serious when- 
ever, at the official rate of exchange, a country's balance of payments is 
unfavorable (import items exceed exports). Under these circumstances 
the supply of foreign exchange is inadequate to meet the demand of the 
importers. Since gold cannot be freely exported to meet the deficit, and 
a rise in foreign exchange rates is not to be allowed, the control agency 
is compelled to ration the limited supply of available foreign exchange 

2 Import and export items are used here to include both visible items (merchandise 
and specie) and invisible items, including shipping, insurance, security movements, 
interest on international indebtedness, foreign travel, and immigrant remittances. 
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according to some estimate of the worthwhileness of the various possible 
imports. 


Arbitrage and Three-Cornered Exchange 

Arbitrage. When foreign exchange markets are free from controls, a 
perplexing problem often arises from the fact that foreign trade between 
two countries may be settled in terms of the currencies of either country 
(or, for that matter, of a third country). Americans exporting to England 
frequently draw drafts payable in sterling, and these create sterling 
exchange in New York. American importers purchase bankers’ bills 
drawn against the proceeds of such commercial bills. There is no assur- 
ance, however, that these will be equal, that all American exporters will 
draw drafts payable in pounds, or that all American importers will pur- 
chase pound sterling drafts. Indeed, it is possible to imagine a case in 
which all exporters, regardless of which country they represent, sell only 
on terms permitting them to draw drafts on foreign buyers payable in 
the exporters’ currency. Thus, American importers would be compelled 
to remit sterling drafts to pay for their imports, while English importers 
(to use the familiar New York-London illustration) would demand 
dollar drafts. Yet the English banks would receive no dollar commercial 
drafts with which to build up their dollar balances, and American banks 
would receive no sterling commercial drafts with which to establish 
sterling balances. 

It is here that the arbitrage operations of the foreign exchange dealers 
come into play. Let us suppose that, because of the unwillingness of both 
English and American exporters to take payment in anything but their 
own currencies, foreign rates of exchange in both New York and London 
are high. If sterling drafts sell in New York for $2.81, and dollar drafts 
sell in London at the rate of $2.79 per pound sterling, there is a great 
opportunity for profit through arbitrage transactions. A New York dealer, 
in communication with his London correspondent, orders the London 
correspondent to sell cable transfers payable in dollars at $2.79 per pound 
and to credit the pound sterling to his account. The New York dealer 
is thus able to obtain a pound sterling in London by paying out $2.79 
in New York. He then sells pound sterling cables in New York at $2.81 
against his sterling account and realizes 2 cents per pound, minus inci- 
dental costs, on each transaction. This arbitrage operation will continue 
until the New York price of sterling exchange is so near the London price 
of dollar exchange that no profit remains. Thus, regardless of the terms 
of settlement that foreign traders may use, the rate of exchange is sub- 
stantially the same in either country. 
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Three-cornered exchange. To introduce a more realistic note into 
the foreign exchange discussion, it is necessary to consider the fact that 
international trade is not a simple two-sided matter between two coun- 
tries but involves a multitude of transactions of different kinds among 
many countries. It is highly unlikely that the exchange of visible and 
invisible items between any pair of countries will be exactly equal. The 
United States may have an export excess to England, for example. 
England, however, may have export excesses to South American coun- 
tries, while these countries in turn may have export excesses to the 
United States. Under these circumstances sterling bills will be cheap in 
New York, South American drafts will be cheap in London, while dollar 
drafts will be cheap in South America. In such a case the New York 
foreign exchange dealer would purchase cheap sterling drafts, utilize 
the proceeds to purchase cheap South American drafts in London, and 
use the South American funds to purchase cheap dollars. This procedure 
would continue until' the rates of exchange became so adjusted as to 
yield no arbitrage profit. In other words, cross-rates would be equalized. 
The value of drafts on London would, therefore, reflect not only the net 
excess of our exports to England, but also our net excess of imports from 
South America. 

If all international transactions were settled in terms of the currency 
of one country, the case would be simpler. Before World War I, the 
bulk of international trade was financed by the British banks. Exporters 
in the United States sold and drew drafts in terms of pound sterling. 
If South American countries bought from England, they agreed to pay 
in pound sterling. If Americans sold more to England than they bought, 
the excess of pound sterling exchange arising could always be used to 
pay for any imports from South America in excess of exports to it. Only 
when the United States showed a net excess in the value of exports to 
the whole world would the value of sterling exchange decline in New 
York. 


Seasonal Exchange Rate Changes 

Seasonal inequalities in trade: short-term capital movements. Sea- 
sonal and irregular influences affect international as well as domestic 
trade. Consequently, even though the balance of payments is in equi- 
librium on the annual basis, there will almost certainly be times when 
temporary disequilibrium arises. For at one season imports will exceed 
the exports, and the reverse will be true at another. Therefore, there will 
be a strong tendency for foreign exchange rates to rise during the period 
when imports are greater and for a fall in rates during the period or 
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season when exports exceed imports. Under the gold standard the rates 
might move to the gold shipping point causing gold to be transferred 
back and forth on the merely temporary mission of settling seasonal 
inequalities in trade. This uneconomic practice was largely avoided by 
the movement of “short-term capital” from the country having the favor- 
able balance to the country with the unfavorable balance. This means 
simply that the bankers who purchased the foreign bills arising from 
excessive exports did not reduce the price of such bills to the gold im- 
port point. Instead, they temporarily lent the excess accumulations of 
foreign funds in the foreign money market. They were quite ready to 
do this because they were confident that in the near future the trade 
tide would turn and the resulting excess of imports would enable them 
to sell their bankers’ bills drawn against their accumulated foreign funds 
at a profit. For example, when an excess of exports drove the old pound 
rate down to $4.85, the American banks that purchased pound bills at 
that price and held the proceeds invested in London, might later, when 
imports began to exceed exports, sell pound drafts for as much as $4.87 
and thus realize an acceptable profit. In such a case the price of London 
bills remained within the gold points and no gold was shipped. 

Banks were willing and able to operate on a narrow margin of profit 
in the situation just described because of the protection against risk of 
sizeable losses afforded by the existence of the gold-standard gold ship- 
ping points. With the breakdown of the international gold standard, such 
short-term loans by banks in foreign money markets very largely disap- 
peared. It is easy to see that with loss of convertibility into gold and the 
disappearance of the gold shipping points, the risk attending the invest- 
ment of short-term funds in foreign money markets was greatly increased. 
Consequently, seasonal fluctuations in foreign exchange rates between 
inconvertible currencies tended to be greater than they were under the 
gold standard. Only intervention into the exchange market by some 
government agency that was able to assume the risks of exchange fluc- 
tuations would adequately smooth out seasonal changes in rates and the 
speculative movements arising out of or accompanying them. 

Seasonal inequalities in trade: forward exchange. When experience 
with inconvertible currencies of the 1931-1958 period reduced bankers’ 
willingness to purchase foreign bills of exchange and hold the proceeds 
for future sale, short-term capital movements no longer were available 
to offset seasonal inequalities in trade. Consequently there developed 
an increased use of “forward exchange” transactions. Let us see how these 
worked. An American exporter may expect to ship goods abroad at some 
future time, say, a month hence. If he wishes to know definitely what 
he will realize on drafts which he expects to draw, he goes to the foreign 
exchange dealer and sells foreign exchange for future delivery; that is, 
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when the time comes to ship the goods and draw drafts against the 
shipment, he will be able to sell the drafts at a fixed price already agreed 
upon. The bank is able to assume the risk of fluctuations in exchange 
because of its superior knowledge of trends in exchange rates and be- 
cause of the possibility of hedging its purchase. It may hedge its purchase 
of future exchange by contracting to sell an equivalent amount of foreign 
exchange one month later to American importers. Similarly, a bank may 
contract to sell future exchange, at a given price, to importers needing 
it to pay for expected imports and may hedge or protect itself against 
loss from a rise in exchange rates by purchasing current (spot) or future 
foreign exchange bills from exporters. Dealings in forward or future 
exchange assist in the reduction of exchange rate fluctuations arising from 
seasonal inequalities in trade, since current excess supplies of foreign 
exchange may be bought and hedged against by sales of future exchange 
to importers in anticipation of the season when imports tend to exceed 
exports. Thus the foreign exchange dealer, by ridding himself of risk, 
can offer a better price for exchange during seasons of excess exports 
than would be otherwise possible. 


Use of Letters of Credit and Bankers 9 Acceptances 

Bank credit substituted for individual credit. Because of the superi- 
ority of drafts drawn by exporters on banks under letters of credit, such 
drafts have come to play an important part in the financing of foreign 
trade. This is particularly true of transactions in which the exporter 
grants credit to the foreign importer. The difficulty of obtaining credit 
information, as well as the longer credit terms often required, makes 
reliance upon the credit of a bank especially desirable. 

Bank credit is introduced into international trade finance through the 
use of the letter of credit and the bankers acceptance. For example, if 
an American exporter wishes to sell to a foreign importer on six months' 
credit, he may request the importer to furnish a banker s letter of credit 
authorizing the drawing of drafts on the bank instead of upon the im- 
porter. Since the bank promises to accept any drafts properly drawn 
under the terms of the sales agreement, the exporter obtains a banker s 
acceptance instead of a draft on the importer. Should the American ex- 
porter wish to ship merchandise to a foreign buyer without extending 
credit, he may ask the importer to provide a letter of credit from a bank 
authorizing the drawing of a demand or sight draft against the bank for 
the sales price, with the agreement by the bank to pay the draft on 
demand provided the shipping documents covering the merchandise are 
in order. 
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Letter of credit. The foreign importer who must obtain a letter of 
credit makes application to a bank satisfactory to the exporter. If the 
importer is a customer of such a bank, his application can, of course, be 
made directly. If he is not a customer of such a bank, he will make his 
application through his own banker. The bank to which application is 
made may be located in another city or even in another country, including 
that of the exporter. 

The application for a letter of credit is usually a formal document in 
which the importer: (1) requests that the credit be issued or opened for 
a designated beneficiary; (2) describes the number, amount, and tenor 
of drafts to be drawn under the credit; (3) describes the bills of lading, 
insurance certificates, and other documents, such as commercial and 
consular invoices, certificates of inspection, weight, and health, and 
custom house declarations; (4) describes the origin and destination of 
the shipment; (5) describes the merchandise to be shipped; and (6) 
states the date of expiration of the credit. Further, the applicant must 
give the bank assurance that: (1) he will provide funds to meet the 
draft when due; (2) he will pay all expenses and the bank's commission; 

(3) title to the goods will remain in the bank until it is reimbursed; and 

(4) the bank may take any necessary steps to protect itself against loss. 

If the bank is willing to issue the letter of credit, it proceeds to do so 

either by cable or by mail. If the credit is issued by cable, the bank 
instructs a certain correspondent bank in the exporter s country to notify 
the exporter (or beneficiary) of the credit and the terms on which he 
may draw drafts thereunder. If notification is by mail, the letter of credit 
may be given to the importer, who sends it directly to the exporter. The 
letter of credit may contain an agreement by the issuing bank to honor 
drafts only when accompanied by stated documents. This is known as a 
documentary letter of credit. If it contains no mention of such require- 
ments, it is known as a clean credit. If the issuing bank does not reserve 
the right to revoke the credit, the letter of credit is said to be irrevocable 
and cannot be cancelled before the date of expiration. Such a credit can 
further be strengthened by being “confirmed” by the bank that notifies 
the beneficiary and undertakes to honor the drafts in case the issuing 
bank should fail to do so. So long as the terms of the credit are carried 
out, the importer cannot compel the issuing bank to cancel the credit on 
account of breaches in the sales contract by the beneficiary. 

Import and export letters of credit. When the issuing bank is located 
in the importer s country, it is said to issue an import letter of credit. 
Sometimes the exporter may desire to avoid risks of exchange fluctuations. 
In this case the agreement may call for the furnishing of a letter of credit 
by a bank in the exporter s own country, entitling the exporter to draw 
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drafts on it payable in his own country's currency. The importer, through 
his bank, must arrange for a letter of credit by a satisfactory bank in the 
exporters country. Such a letter is called an export letter of credit. 

Letters of credit for financing shipments between foreign countries. 
Sometimes the exporter desires a letter of credit issued by a bank in a 
third country. If so, the importer must make proper arrangements with 
such a bank. For many years, British banks have engaged in the practice 
of issuing letters of credit to finance shipments between foreign countries. 
Since World War I, American banks have also participated in such fi- 
nancing. The demand for this service arises out of the superiority of drafts 
drawn under such letters of credit over drafts drawn on banks in either 
the importing or the exporting country. The superiority of such drafts in 
the mind of the foreign traders may arise out of the greater stability of 
exchange rates on the issuing country or the better price at which such 
bills may be sold. Thus, during the postwar period, New York banks 
enjoyed the benefits of the undoubted prestige of the American dollar in 
a world of inconvertible and uncertain paper currencies. The British 
banks long enjoyed the advantages of a world demand for pound sterling 
drafts, arising not only out of the need for sterling funds to pay for 
British exports, but also from the fact that the highly developed discount 
market in London for the acceptances of British banks enabled foreign 
exporters to realize the highest possible amount through the discount of 
London drafts. 

The banker's acceptance. The next step in the financing of foreign 
trade follows the receipt of the letter of credit by the exporter for whose 
benefit it was issued. First, the merchandise must be properly shipped 
to the importer under an order bill of lading. The various documents 
needed must be attached to the bill of lading as evidence of proper 
quality and other conformance with contractual obligations of the sale. 
The exporter is now ready to draw a bill of exchange against the bank 
which issued the letter of credit. This bill of exchange or draft, with 
documents attached, will then be sold to the exporter s bank. The latter 
sends it to a correspondent bank in the vicinity of the bank on which the 
bill of exchange is drawn. The correspondent bank then presents the bill 
for acceptance, if a time bill, or for payment if it is payable on demand. 
The bank that first issued the letter of credit inspects the documents to 
see that everything is in order and then pays it if it is payable on demand, 
or accepts it if it is a time bill. The banker s acceptance resulting from the 
acceptance of a time bill may then be sold in the open market and the 
proceeds remitted back to the exporters bank. The process involved in 
the use of the commercial letter of credit and the banker s acceptance 
may be traced through by examining Figs, 30.3 and 30.4. 
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Questions for Study 


1. When an American exporter ships goods to a foreign buyer, he draws a 
bill of exchange against the buyer covering the price. 

a) What is a bill of exchange? 

b) How can the exporter protect himself against the possibility that 
the buyer may take the goods and refuse to pay? 

c) How does the exporter obtain his money? 

2. What is meant by each of the following? 

a) A foreign exchange bill 

b) A commercial bill of exchange 

c) A documentary bill 

d) A bankers bill 

3. What is meant when it is said that foreign exchange rates have risen? 
What may cause them to rise? What may cause them to fall? 

4. Which type of foreign exchange bill will tend to be higher in price? 

a) A bankers bill or a commercial bill 

b) A time bill or a sign bill 

c) A sight bill or a cable transfer 

5. What is the meaning of mint parity under the gold standard? What are 
the "gold shipping points” and what are their effect upon exchange rate 
changes? 

6. With inconvertible paper currencies with free exchange rates, what hap- 
pens to foreign exchange rates when a country’s imports tend to exceed 
exports? 

7. When exchange rates are rigidly controlled but gold export is not per- 
mitted, what must happen should imports tend to exceed exports? 

8. What is “arbitrage”? What is "three-cornered exchange”? 

9. Under the gold standard, how do seasonal and irregular inequalities in 
the balance of payments result in stabilizing movements of short-term capi- 
tal movements? 

10. What is forward exchange and how and why is it used? 

11. What is a bank letter of credit? Trace through the necessary steps in the 
use of an American banker’s letter of credit and acceptance to finance: 

a) an American import 

b) an American export 



chapter thirty-one 


INTERNATIONAL PRICE 
RELATIONSHIPS UNDER THE 
GOLD STANDARD 


Interregional Domestic Trade and Prices 

The similarity between domestic and international trade. A decided 
similarity exists between interregional trade within a single country and 
international trade under the gold standard. Because of the familiar 
nature of the forces that operate in the domestic market, it will be of 
aid in studying the less familiar processes of international trade to 
examine first the interregional price relationships that exist within one 
country. 

Interregional domestic price structure. The various specialists en- 
gaged in production are presumably located in areas best suited to their 
particular needs. Trade between these specialists, therefore, is inter- 
regional in nature. To the extent that monopoly does not interfere with 
the mobility of the factors of production, the prices of goods produced 
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by these specialists tend roughly to correspond to their costs of produc- 
tion. The cost of production in any one industry is, of course, the market 
value of the services of the several factors of production that are used. 
This market value, or rate of reward to the factors of production, is 
simply the marginal product of these factors in their general use in other 
industries. In the long run, the factors of production enjoy a relatively 
high mobility between different industries within a given country. Factors 
of any given grade of efficiency, therefore, tend roughly to have the same 
marginal product and to receive the same reward regardless of the 
industry in which they are employed . 1 One may conclude from this 
observation that goods produced and sold in the domestic market tend 
to be exchanged on a basis of substantial equality in respect to the cost 
of the factors involved in their production. For a given factor to be 
located in one industry rather than another tends to offer no particular 
advantage in the long run. To use a phrase common in discussions of 
international trade, the “terms of trade” are substantially equal. Excep- 
tion must, of course, be made to industries operating under monopolistic 
control . 2 

The effects of a shift in demand for the product of a given area in the 
domestic market. Let us suppose that District A devotes its energies 
to making shoes. Under equilibrium conditions, the factors of production 
used in the manufacture of shoes receive the same income as similar 
factors in other areas engaged in other types of production. Let us now 
assume that the increased popularity of riding in motor cars, manu- 
factured in District B, causes a decline in the demand for shoes. As a 
result, the price of shoes falls (unless monopolists in the shoe trade 
choose to maintain the price and sell fewer shoes), and the income of 
residents in District A is reduced. What adjustments will occur to meet 
this new development? 

The lowered money incomes of the inhabitants of District A must 
cause them, sooner or later, to reduce the scale of their purchases of the 
products made in other areas. If we assume that the shoe-manufacturing 
trade is sufficiently competitive to lead to continued sales at lower prices, 
the “terms of trade” have turned against District A, for its shoemaking 
endeavors enable it to obtain smaller quantities than before of the goods 


1 Obviously this is but a rough approximation to actual facts. Fixed capital fre- 
quently earns income much below the going rate of interest. Social and economic 
conditions often tie laborers to one industry or to one location where they earn less 
than the wages of similar grades of labor elsewhere. 

2 Whenever monopoly exists in a particular industry, it may enable the owners to 
trade with the rest of the economic world on somewhat better terms than can the 
owners of competitive industries. This advantage may be accomplished by restricting 
output and increasing the rewards going to owners’ capital. Similar benefits in the 
terms of trade may accrue to groups of laborers that monopolize certain trades. 
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produced in other districts. But the increased demand for motor cars 
produced in District B will increase the money incomes of its inhabitants. 
Eventually the more attractive rewards of the motor-car industries will 
cause a transfer of an appropriate volume of the factors of production 
from shoemaking to the manufacture of automobiles. This transfer may 
involve an actual physical migration from one district to another or a 
movement of the automobile industry into District A. In any event, 
equilibrium tends to be restored, with prices in each district again re- 
flecting the relative amounts of the factors involved in the production 
of their respective goods . 3 

Changes in interregional capital movements. Let us suppose that 
part of the savings of the inhabitants of District B, normally invested in 
the industries of that district, are suddenly diverted to investment in 
District A. This shift in the direction of capital investment from B to A 
immediately increases the supply of money available to A at the expense 
of B. If borrowers of capital in A wish to buy the same type of capital 
equipment as that previously purchased by the displaced borrowers of 
B, the resulting readjustment will be a simple one. The new borrowers 
in A will purchase the output of the capital goods industries of B, and 
the only disturbance will be a decline in the rate of growth of capital 
equipment in B. But if A’s capital equipment requirements cannot be 
met by the producers in B, but instead must be produced by A, prices 
and incomes in the capital goods industries of A will rise while those of 
B will fall. In the last analysis, labor and capital either will shift from 
B to A, where they will aid in the production of capital goods, or, under 
the compulsion of low prices, will rearrange themselves so as to be in 
a position to produce in B the equipment wanted in A. Either or both of 
these adjustments may be made within an individual country. If neither 
adjustment were possible, District B would have to resign itself to lower 
incomes and a lower price structure that would enable it to develop a 
net excess of exports to A equal to the net capital investments made in 
A by the savers of B. 

Shifts in the direction of investment within a single country may com- 
mand little attention because of the ease with which lending districts 

3 A change in the foreign demand for the products of a country engaged in interna- 
tional trade will be less likely to lead to such a restoration of the pre-existing "terms 
of trade” than is the case in purely domestic trade. The reason for this difference lies 
in the market immobility of the factors of production between countries. For this 
reason, a country that experiences a decline in the demand for its exportable goods 
will tend to have a decline in real income that may prove permanent unless new and 
more successful exports can be developed. 

The development of the European Common Market provides increased mobility of 
goods and services and of productive resources. This will ease the problem for coun- 
tries which find themselves confronted with an adverse balance of payments of a 
lasting sort. 
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can adjust themselves to meet the new capital goods demands of the 
borrowing districts. Moreover, the ease with which the domestic bank- 
ing system copes with the diversion of funds from one area to another 
helps to minimize the disturbance. When the domestic banking system is 
closely knit, a shift in the location of funds does not embarrass the banks 
in the lending areas or require credit restriction due to losses of reserves. 
This condition does not always prevail in the case of changes in inter- 
national capital movements. During the interval between the time when 
the new lending occurs and the time when equilibrium is again estab- 
lished by the development of a favorable export balance by the lender, 
the heavy drain upon the gold reserves of the lending country’s banks 
may cause serious difficulty. 

International Trade and Price Relationships 
Under an International Gold Standard 

The resemblance of international trade to domestic trade. Under the 
international gold standard, the relation among the price structures of 
the several countries closely resembles in one basic respect that among 
prices within a single country: both international and domestic prices 
are expressed in terms of gold. Just as disturbances to domestic trade 
equilibrium, which lead to an unequal balance of domestic payments, 
generate forces tending to re-establish equilibrium, so disturbances to 
the equilibrium of international balances of payments generate forces 
tending to restore equilibrium. 

The Balance of Payments 

All discussions of the problems of international trade revolve around 
the basic question of the balance of payments. Under the gold standard, 
payments arising out of international trade and capital movements are 
primarily handled by the cancelling of one debt against another, leaving 
a small residual amount to be paid in gold. If undue gold losses are to 
be avoided, a substantial equality of debits and credits is necessary. 
Under inconvertible paper currencies, when gold in fixed amounts may 
not be freely obtained in exchange for a country’s currency, a balance 
may be struck between import and export items by the purchase and 
sale of gold, at varying prices, or by credit arrangements ( capital move- 
ments ) between the countries involved. 

The nature of the balance of payments. The nature of the interna- 
tional balance of payments may be seen by examining the debit and 
credit items that enter into it. On the debit side should be listed all 
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“import” items, such as: (1) commodity imports; (2) imported or pur- 
chased services, including shipping, insurance, and financial, and the 
expenditures on foreign travel; (3) intergovernmental gifts or grants-in- 
aid and other unilateral transfers such as remittances of immigrants to 
relatives abroad and other private gifts; (4) interest and principal owed 
to foreigners; (5) the import of long-term securities (including direct 
investment by American business firms in foreign properties) and the 
import of short-term claims on foreign banks. 

On the credit side of the balance of payments will appear: (1) com- 
modity exports; (2) exports of all kinds of services; (3) interest and 
principal received on foreign investments; (4) expenditure of foreign 
tourists here; and ( 5 ) the export of securities and other monetary claims 
against American dollars to foreign investors (capital imports). 

The United States balance of payments for the year 1962 appears in 
Table 31.1, page 504. 

One should note especially the four major sections in the balance of 
payments as shown in Table 31.1. Section I includes “visible” items, 
exports and imports of merchandise, and “invisible” items, consisting of 
services of all kinds (travel, shipping, insurance, and financial) and 
interest and principal payments on international investments. Taken 
together, these items in Section I constitute what is known as the current 
account. Section II contains unilateral transfers by the United States to 
foreign countries for which no direct return is received. It includes im- 
migrant remittances and other private gifts, government gifts, and grants- 
in-aid to foreign countries. Section III contains the net capital movements, 
both capital exports and capital imports. Section IV contains the balanc- 
ing items of gold movements, and errors and omissions. 

Temporary inequalities in the debit and credit sides of the balance 
of payments are sometimes corrected by offsetting short-term capital 
movements. For example, an excess of debit items in a country’s balance 
of payments, tending to cause an export of gold, may be offset instead 
by the import of foreign short-term capital as foreign banks buy and 
hold bills of exchange payable in the deficit country. Under Section III 
of the balance of payments, the net increase in foreign-held claims on 
liquid dollar assets is such an item. Such short-term capital movements, 
however, should not be relied upon to offset a more basic and permanent 
disequilibrium should it develop. When a country’s balance of payments 
is in true equilibrium, its credit and debit items should approximately 
equalize over a year’s time (to eliminate seasonal inequalities) without 
requiring net gold or short-term capital movements to bring about a 
balance. 

International equilibrium. International equilibrium exists in the 
basic sense whenever the relationship among exchange rates and domes- 
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Table 31.1 

U.S. Balance of Payments, 1962 * 
(In millions of dollars) 


I. 


II. 


III. 


IV. 


Current Account items 
Exports: 

Merchandise: 


Under military grants 

1,539 

Other 

20,479 

Transport 

1,749 

Travel 

921 

Other services 

2,319 

Income on investments abroad 

4,322 

Imports: 

Merchandise 

16,145 

Transport 

2,055 

Travel 

1,905 

Other services 

836 

Military expenditures abroad 

Income owed on investments in 

3,028 

the U.S.: Private 

656 

Government 

339 


Unilateral transfer (net) to foreign countries: 
Government: 


Military grants-in-aid 

-1,539 

Other grants-in-aid 

Private Remittances and Pensions: 

-1,903 

Remittances 

- 491 

Pensions, etc. 

- 245 

Capital movements: 

Net increase in U.S. assets abroad: 


Private 

-3,273 

Government 

-1,095 

Net increase in foreign held claims 
on dollar assets 

+1,020 

Gold Sales by U.S., and loss of other 
monetary resources 

+2,186 

Errors and omissions 

-1,025 


+31,329 


-24,964 

+6,365 


-4,178 


-4,368 


+1,020 

-3,348 


* Survey of Current Business , June 1963, p. 20. 
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tic price levels of various countries is such that the basic elements in 
their payment balances are equal. More specifically, given the rate of 
exchange between a country and the outside world, its balance of pay- 
ments is in equilibrium when, disregarding seasonal and irregular varia- 
tions, the claims arising from the exchange of goods, services, unilateral 
transfers, and titles to securities (including interest and principal pay- 
ments but excluding short-term capital movements) cancel out. Under 
these circumstances a country will not lose or gain gold or other inter- 
national currency reserves nor increase its short-term indebtedness to 
other countries. This equilibrium position also should not be achieved 
by increasing quotas and tariffs or by imposing lasting depression and 
unemployment upon the country's economy . 4 

Like all concepts of equilibrium used in economics, international 
equilibrium is not an actually existing state. Forces are constantly appear- 
ing to affect the balance of payments. Prices rise and fall, crops flourish 
and fail, the demand for commodities that move in international trade 
changes, the direction and magnitude of international capital movements 
shift. Only when the forces tending to maintain equilibrium in the bal- 
ance of payments are sufficient to counteract these disturbing factors and 
promptly restore a substantial degree of equilibrium, can the international 
gold standard operate successfully. This state of international price 
equilibrium does not, of course, require an equality of values (of the 
items mentioned) in the exchanges between any two countries. Rather, 
it merely requires that the import items of each country and its export 
items to the rest of the world shall in the aggregate be equal. Thus, an 
excess of imports from one country may be offset by an excess of exports 
to other countries. If the full advantages of trade are to be realized, the 
various aptitudes of different countries for producing economic goods 
are almost certain to require a balance of this sort rather than an equality 
of imports from and exports to any single country. Moreover, it must be 
remembered that international price equilibrium does not require that 
the prices of all commodities be equal in different countries. Nor does it 
mean that average money incomes are the same in the several countries. 
What, then, is involved in international price equilibrium? 

The Relation Between Prices at Home and Abroad 

Prices of goods that move in international trade. Whenever a com- 
petitively sold commodity moves freely in international trade, its price 


4 Cf. Ragnar Nurske, “Conditions of International Monetary Equilibrium,” Read- 
ings in the Theory of International Trade (Philadelphia: Blakiston Company, 1950), 
pp. 3-34. 
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in terms of gold in the exporting country will differ from its price in the 
importing country only by the cost of transferring it between the two 
countries . 5 The gold prices of internationally traded commodities, in the 
absence of monopolistic dumping, therefore, tend to move in parallel. 

Home market or sheltered commodities. The basic factor that de- 
termines whether or not a commodity will move in international trade is 
the relative production costs in the different countries. Whenever the 
cost of production in Country A is below the cost of Country B by an 
amount in excess of the cost of transfer, the commodity will move from 
Country A to Country B. It follows, therefore, that the costs of transfer 
have a large bearing upon the international flow of commodities. When- 
ever a commodity’s weight, bulk, or propensity to deteriorate makes 
transfer difficult, the possibilities of any sort of interregional trade are 
limited. Such commodities may move short distances but are incapable 
of moving into distant markets. Tariffs that must be paid on many goods 
entering foreign markets constitute sizeable barriers in the way of inter- 
national trade. When pushed to its logical conclusion, a protective tariff 
may become so high as to prevent altogether certain goods from entering 
international markets. Personal services, which cannot be divorced from 
the individual producing them, provide another example of economic 
goods that cannot freely enter international trade, for the export of a 
service of this sort depends upon the ability of its producer to move into 
the foreign country long enough to perform it for the inhabitants of that 
country, or upon the ability of the foreigners to cross the boundary line 
and consume the service on the spot. To be sure, to a limited extent such 
exchange of personal services regularly takes place among the inhabitants 
who live near to the boundary. There also are times when the people of 
the United States purchase very sizeable quantities of foreign services 
by travel abroad. 

Those commodities that for all practical purposes are economically not 
transferable are called home market or domestic commodities, and as 
such they do not enter into international trade . 6 The home producers of 
such articles are protected from foreign competition, and domestic prices 
are not directly influenced by the changes in prices of similar articles 
abroad. The producers of these articles are in a sheltered economic posi- 
tion, and the commodities themselves are sometimes known as sheltered 


5 This covers all costs, both customs duties and shipping costs, which must be in- 
curred in the interregional movement of goods. The cost of transferring goods that 
commonly do not enter international trade but may do so if costs become sufficiently 
favorable includes the costs of making new trade contacts abroad. 

6 It should be noted that commodities may sometimes be exported to a near-by for- 
eign country while transportation costs may prevent their sale in remote parts of the 
home market. 
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commodities, to contrast them with unsheltered commodities that move 
freely in international trade. 

Many commodities are more or less on the borderline between home 
market or sheltered goods and international or unsheltered goods. Any 
change in the cost of production or in the price of such a commodity, or 
a change in the transfer costs, may shift it from the category of domestic 
to international goods, and vice versa. To the extent that the costs of 
transfer allow only a limited movement of such goods in international 
trade, they are partially sheltered. 


Gold Standard Equilibrium and International Prices 

When the international balance of payments of one country in a gold 
standard world is in equilibrium, its price structure is such that, taking 
visible and invisible items into account, its exports are equal to its im- 
ports. Equilibrium is disturbed whenever the value of import and export 
items becomes unequal. Unless other forces promptly act to restore 
equilibrium in the balance of payments, gold must flow out (or foreign 
short-term claims against the domestic currency must rise), and there 
must occur appropriate changes in the level of costs and prices at home 
and abroad. 

When fundamental conditions have disturbed the balance of payments, 
price adjustments must take place if equilibrium is to be restored. But 
it is inadequate to show merely that the selling prices of internationally 
traded goods change and thus correct the trade balance. So long as there 
is any actual transfer of such goods in international trade, their prices at 
home and abroad tend constantly to be equalized, save for their transfer 
costs, regardless of whether the balance of payments is equal or unequal. 
The readjustments required for the basic equilibrium in the balance of 
payments must therefore go further than a change in prices of interna- 
tional goods. This equilibrium involves changes in the costs of production 
or in the prices of the factors of production involved in making these 
goods, if unemployment is to be averted. It is change in the cost of 
production that determines the extent to which commodities fall into the 
category of international goods capable of entering international trade. 
In the short run, when most factors of production have sticky prices, 
adjustments in the profits of entrepreneurs engaged in exporting, rather 
than changes in costs, may occur. But the willingness of producers to 
take losses rather than suffer a shrinkage of export markets must be 
supplemented eventually by readjustments in costs, if a genuine correc- 
tion of an unfavorable balance of payments is to be achieved. This 
correction of fundamental disequilibrium by downward adjustment of 
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costs of production of internationally traded goods involves the assump- 
tion that international demand for these commodities is elastic in respect 
to price. Therefore a fall in the cost of a country's exports to its neighbors 
will cause an increase in their total value. 

The shift in relative costs, upward in a country having a favorable 
balance and downward in a country having an unfavorable balance, 
changes the degree of shelter afforded commodities by the transfer costs. 
Commodities previously just on the exportable margin can no longer be 
sold abroad when a favorable balance of payments results in rising costs. 
Falling costs in countries having an unfavorable balance of payments 
expand the list of exportable commodities by releasing some goods that 
were previously too costly for export. It is in this manner that a change 
in prices and price levels promotes a restoration of equilibrium in the 
balance of payments. This is a significant factor in restoring and main- 
taining equilibrium in the balance of payments of industrialized countries. 

The effect of conditions of increasing cost. Because some domestic 
trades are industries of increasing cost, a country sometimes is able 
profitably to supplement its domestic production of a commodity with 
imports from abroad. The English wheat trade provides a familiar 
example of such industries. Some wheat may profitably be produced by 
English farmers for sale in the English market. But English farmers, 
having but a limited supply of available land, are unable to supply all 
of the wheat needed by the local population. Beyond a certain point, 
added production of domestic wheat incurs costs which exceed the cost 
of importing wheat from the great wheat-growing areas outside. Any 
change in the transfer cost involved in importing wheat and any change 
in the cost of growing wheat at home or abroad will change the relative 
proportions between the amount of wheat produced at home and the 
volume of imported wheat. For example, if an unfavorable balance of 
payments is tending to force down the English price level, a larger part 
of the wheat consumed in England will be produced at home and less 
will be imported. Thus, marginal quantities of wheat are shifted from 
the category of international to that of domestic goods. 

The relation of domestic or sheltered goods to international price move- 
ments under the gold standard. As we have already observed, the prices 
of commodities that enter the international markets move in parallel, with 
prices in the export country below those of the importing country by an 
amount equal to the costs of transfer. Prices of goods of the semisheltered 
class are similarly, though not so rigidly, related, because any marked 
change in prices and costs may move them into the unsheltered category 
and lead to international shipments. 

Prices of completely sheltered or purely domestic goods are in no 
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direct way connected with prices of similar goods abroad. For example, 
there is no direct reason why the price of a given sort of stone house in 
England should resemble that of a similar house in Indiana, since price 
differences cannot be great enough to make it profitable to move either 
the house or the material of which it is made from one place to the other. 
Nor will the effects of any price differences be likely to affect materially 
the volume of tourists who might go to live in the low-cost houses. 

Nevertheless, there is an indirect connection between the price levels 
of completely sheltered goods in different gold standard countries. This 
connection lies in the common origin of all economic goods produced in 
any given region or country. Basically, the same factors of production are 
involved in the production of both sheltered and unsheltered goods. Thus, 
when the prices of factors of production used to make unsheltered goods 
are increased (because of international price movements), by the prin- 
ciple of opportunity costs the prices of factors used in making sheltered 
goods will tend to rise also. The degree of lag involved, of course, de- 
pends upon the degree of mobility of the factors of production between 
the sheltered and unsheltered goods industries. Furthermore, raw ma- 
terials used in the production of sheltered goods may themselves be 
unsheltered and enter the international markets, and sheltered raw 
materials may be used in the manufacture of unsheltered goods. If 
domestic or sheltered goods have close substitutes that move freely in 
international trade, the prices of such domestic goods are exposed to the 
influences of international price movements. 7 

In spite of what we have been saying about the forces that tend to 
connect international price movements with the prices of purely domestic 
goods, it does not follow that there need be any exact equality of price 
for a domestic good in the different gold standard countries. The rewards 
of similar factors of production involved in producing domestic com- 
modities in a given country must be substantially the same as those pro- 
ducing goods that enter the export trade. The factors of production in 
one country may be more efficient than those of other countries. If so, 
their money rewards will be higher than the rewards of less efficient 
factors elsewhere. To illustrate, if Country A, using 1,000 units of factors 
of production, produces $1 million worth of goods, which it sells to 
Country B, and Country B in turn uses 2,000 units of factors of production 
to produce $1 million worth of goods for sale to Country A, the balance 
of payments between A and B will be in equilibrium so far as their price 
and income structures are concerned. But the factors of production in 


7 Cf. Bertil Ohlin, Interregional and International Trade (Cambridge, Mass.: Har- 
vard University Press, 1933), pp. 152-156, 
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Country A will be worth $1,000 per unit, and those in Country B will be 
worth but $500. Now, although the factors in either Country A or Coun- 
try B must necessarily receive approximately the same rate of reward 
whether producing purely domestic goods or goods for export, the price 
of any given type of sheltered commodity in one country will correspond 
closely to the price in the other country only if the relative inefficiency of 
the factors in B is as great in the production of the sheltered commodity 
as in the production of goods for export. This is unlikely to be true. Let 
us suppose that in Country A three units of factors of production are 
required to build a house of a given type. Because the price of each unit of 
factors is $1,000, the house would cost $3,000 and would not be produced 
unless its value was at least $3,000. If factors of production required to 
build a similar house in Country B have the same absolute efficiency at 
house building as do the factors in Country A, then three units of factors 
in Country B would also provide a house. But because of the relative 
inefficiency of the factors of Country B in producing products for export, 
their money price is but $500, so that the cost of the house in Country B 
would be but $1,500. Under these assumed conditions, the price of the 
house in Country A would be $3,000 and in Country B $1,500, with no 
disturbance to the equilibrium in the balance of payments. Only if six 
units of factors were required in Country B to build the house would its 
price there be $3,000. 


Methods of Settling Interregional Accounts 

Settlements between different areas engaged in interregional trade 
involve, in one way or another, the clearing or offsetting of claims and 
the settlement of net differences by the transfer of some readily accept- 
able money. Domestic interregional trade is settled by the offsetting of 
checks through the collection arrangements maintained by the banks and 
the Federal Reserve System. Only net balances are paid by the transfer 
of ownership of member bank reserves deposited in the Federal Reserve 
Banks. The settlement, made in terms of the domestic currency, is readily 
accomplished so long as the banks of the debtor areas are in possession 
of or can readily obtain sufficient funds to meet their obligations. To ease 
the pressure arising from any substantial drains upon particular banks, 
the Federal Reserve Banks lend additional reserve funds to member 
banks. Furthermore, banks suitably supplied with highly liquid secondary 
reserve assets, such as short-term Treasury obligations, dispose of such 
assets to other banks in order to acquire funds needed to make payments 
to other areas. The sale of such liquid assets comprises an export that 
helps to equalize the balance of payments of the area concerned. It 
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follows, therefore, that present-day domestic arrangements permit settle- 
ments to be made readily and smoothly with a minimum of disturbance 
to the financial institutions concerned. 

Settlement of international debt balances. The settlement of inter- 
national balances also involves the offsetting, through the foreign ex- 
change markets, of debit and credit claims arising in the balance of 
payments and the settlement of net differences only. As in domestic 
exchange, debtor-area banks borrow from foreign creditor banks to 
obtain temporary funds to meet seasonal and irregular balance of pay- 
ments deficits. But more basic deficits must be met by paying out to 
creditor countries some form of internationally acceptable currency. 
Under the gold standard this payment is ultimately made by the ship- 
ment of gold. In the absence of a gold standard system, settlements are 
made in gold, United States dollars, or, among the Sterling Area countries, 
by the transfer of claims against British pounds. 

In all cases it is necessary for a country to maintain its available supply 
of international currency reserves at such a level as to assure its ability 
to meet its international obligations. In doing this it is necessary that the 
basic elements in the balance of payments be maintained substantially 
in equilibrium and that departures from such equilibrium be promptly 
corrected. The various ways in which countries meet this problem under 
gold and inconvertible paper money systems will be examined in the 
next chapter. 


Questions for Study 


1. In what ways does interregional trade within a country resemble that be- 
tween gold standard countries? How does it differ? 

2. Examine the U.S. balance of payments of 1962 on page 504: 

a) What items are included under current account? What was the bal- 
ance on current account? 

b) What is meant by U.S. unilateral transfers abroad? 

c) What is meant by capital export? How much was our net capital ex- 
port for 1961? What item represents our short-term capital imports? 

d) What was the extent of our adverse balance for the year? 

3. What is the test for the determination of equilibrium in the balance of 
payments? How long a time period should be used in determining whether 
or not equilibrium exists? Why should net short-term capital movements 
not be necessary as a balancing factor? 

4. International price equilibrium is not measured by the equality of export 
and import items between two countries alone. Why? 

5. What are sheltered goods? Unsheltered goods? Semisheltered? 
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6. When competitively produced goods are exported from Country A to Coun- 
try B, how much difference in price would you expect to find in the two 
countries? How can we compute price differences in view of the differ- 
ences in currencies? 

7. Under a world gold standard, if one country’s prices are too high: 

a) What will be the effect on its trade with other countries? 

b) What will be the effect on the foreign exchange rates? 

c) What correction will have to take place? 



chapter thirty-two 


MAINTENANCE OF EQUILIBRIUM 
IN THE BALANCE OF PAYMENTS 


We have already examined the nature and meaning of international price 
equilibrium and the relationship that must exist, under the gold standard 
(or its equivalent), among prices in different countries or regions. Our 
next problem is to learn something of the mechanism by which dis- 
turbances to equilibrium in the balance of payments are offset and 
corrected. 


Establishment of International Price Equilibrium 
Under the International Gold Standard 

The present-day significance of analyzing gold standard equilibrium. 
During the 1930*s and the Second World War, and for the first decade 
thereafter, national or independent paper currencies rather than gold 
standard type currencies were the rule. Therefore it seemed rather un- 
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important to be concerned with the problems of maintaining international 
equilibrium in a gold standard world. However, by the end of 1958 most 
of the important trading countries of the free world had adopted free 
currency convertibility at fixed rates of exchange for nonresidents. Con- 
sequently the maintenance of international equilibrium under gold 
standard conditions became again vitally important. Therefore we shall 
examine some of the common sources of disequilibrium in a country’s 
balance of payments and the nature of the correctives which are available 
for the restoration of equilibrium. 

Reasons for an adverse balance of payments. 1 A number of reasons 
may be given for the appearance of an adverse or unfavorable balance 
of payments for a given country. For convenience in examing them some 
of these reasons are listed below: 

1. One important cause of disturbance may be a structural change in 
the foreign demand for a country’s exports. This change may arise from 
changes in consumers’ tastes abroad, from the development of cheaper 
or better supplies in other countries competing in the international ex- 
port market, or from changes in transfer costs. Furthermore, the exhaus- 
tion of natural resources from which a country’s important exports are 
derived may be responsible for a fall in exports. 

2. Another source of disturbance may appear in some catastrophe of 
nature which destroys the current supply of exportable goods. 

3. A world depression may cause a sharp shrinkage in the demand 
for a country’s exports, both raw materials and manufactured goods. 

4. Cyclical fluctuations within the country itself, with the accompany- 
ing inflation of prices, tend to disturb the balance of payments. 

5. Sizeable changes in the direction and volume of long-term capital 
movements or long-term lending and investing may prove embarrassing 
both to borrowers and lenders alike. 

6. Abrupt and heavy movements of short-term capital— the result of 
flight from currencies suspected of weakness— sometimes prove disastrous 
because of their violent and cumulative nature. 

7. Finally, war, so destructive of normal trade between nations, com- 
pletely upsets existing equilibrium. 

Corrective forces arising from international disequilibrium. It is 
clear that the gold standard can operate only if the drain of gold or other 
international currency reserves out of countries which develop adverse 
debt balances can be stopped before it goes so far as to jeopardize the 
safety of currency and banking systems of those countries. Long experi- 
ence with the gold standard indicates that in the ordinary course of events 


1 Conditions creating an adverse balance of payments obviously are of more con- 
cern than the appearance of a favorable balance. The adverse or unfavorable balance 
must be promptly corrected before an excessive loss of gold or other international cur- 
rency reserves develops. On the other hand, the acquisition of gold by countries with 
a favorable balance need cause no immediate concern. 
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the necessary corrections may actually take place smoothly and without 
too much disturbance. Since 1931, many writers have attacked the gold 
standard on the grounds that it cannot meet the strain put upon it. But 
these attacks, based largely upon the very real difficulties growing out 
of the depression of 1929-1939, must not cause us to lose sight of the 
fact that the gold standard did, in fact, operate with reasonable success 
over a long period of years. 

The classical theory of international trade sought to explain the main- 
tenance of equilibrium conditions between the price structures of the 
gold standard countries by resort to the quantity theory of money. Ac- 
cording to this view, an unfavorable debt balance for one country causes 
foreign exchange rates to rise to the gold export point, and an outflow 
of gold results. Applying the quantity theory, the loss of gold reduces 
the volume of bank reserves, causes a shrinkage of credit, and leads to 
a fall in the price level. On the other hand, countries having a favorable 
debt balance gain gold. As a result, credit expands and prices rise. Thus, 
equilibrium is restored by a downward adjustment of prices in the 
country with an unfavorable balance of payments and a rise in prices in 
countries with favorable debt balances. 2 

The above line of reasoning that seeks to explain the maintenance of 
balance of payments equilibrium through the effects of gold movements 
upon internal price levels of the countries concerned is not entirely 
satisfactory or convincing. For example, we know that a considerable lag 
may occur between the time when gold reserves are increased or de- 
creased and the time when corresponding changes occur in the supply 
of money. A further lag tends to exist between changes in the supply of 
money and changes in the price level. Such lags in the appearance of 
corrective forces arising from gold movements would surely jeopardize 
the maintenance of gold convertibility. Because of the serious question 
of the effectiveness of gold movements in bringing about immediate 
price changes, attempts have been made to develop more realistic ex- 
planations of the method by which international price equilibrium is 
established and maintained. 3 

Spontaneous forces or income effects tending to restore international 
equilibrium. What are sometimes called spontaneous causes tending to 


2 Cf. F. W. Taussig, International Trade (New York: The Macmillan Company, 
1927), pp. 198-199. For a detailed examination of the classical theory, see Jacob 
Viner, Studies in the Theory of International Trade (New York: Harper & Row, Pub- 
lishers, Inc., 1937), Chapter VI. 

3 For a discussion of the criticisms of the classical theory, see Gottfried von Haberler, 
The Theory of International Trade (New York: The Macmillan Company, 1937), 
Chapter III. Also see James W. Angell, The Theory of International Prices (Cam- 
bridge, Mass.: Harvard University Press, 1926), Chapter XIV. Angell points out that 
the majority of the Continental economists have never accepted the English classical 
theory (pp. 365-368), 
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restore and maintain international equilibrium operate through changes 
in the income levels of countries concerned. According to this view, a 
country having an adverse or unfavorable balance of payments loses 
purchasing power by an amount equal to the deficiency. On the other 
hand, countries having a favorable balance of payments receive addi- 
tional purchasing power. Now this approach is not too dissimilar to the 
classical explanation based upon gold movements, but there is this essen- 
tial difference: the theory based upon spontaneous causes attempts to 
show that the corrective forces of shifting purchasing power may appear 
before gold movements occur. In such a case, the movements of gold may 
be avoided altogether. But if some gold movements do occur, the spon- 
taneous forces fortify and supplement the corrective influences of the 
gold movements. 

Let us examine the reasons for thinking that a shift in purchasing power 
will tend to occur from the country having an adverse balance of pay- 
ments to one having a favorable balance. So long as a country’s “import” 
and “export” items are in balance, there will be no reason to expect any 
resulting change in its money supply. But if for any reason its exports 
expand so as to exceed its imports (or if its imports shrink), the drafts 
that exporters draw against foreign buyers and offer for sale to the banks 
will exceed the demands of importers for bankers’ drafts drawn against 
foreign balances held by the banks. Consequently, exporters, by selling 
their foreign bills to the banks, receive domestic currency and bank 
deposits in excess of that surrendered by importers. Thus the banks of 
the country having a favorable balance of payments will have expanded 
the domestic money supply in exchange for foreign bills or claims against 
foreign currency. This occurs regardless of whether or not the banks 
continue to hold their expanding foreign balances or convert them into 
gold. On the other hand, the country having an unfavorable balance of 
payments will find its domestic money supply (currency and bank de- 
posits in the public’s hands ) shrinking as importers’ funds are transferred 
to the accounts of foreign banks. 

The change in income levels generated in the countries with favorable 
and unfavorable balances will not be limited to the original shift in 
purchasing power or change in the money supply of the respective 
countries. The income of the favorable balance country, with the ex- 
panded supply of money arising out of its excess of export items, will be 
exposed to the same multiplier effect as that accompanying an expansion 
of domestic investment. Likewise, the country whose domestic supply of 
money is reduced because of its unfavorable balance of payments will 
find its income level reduced by some multiple of the reduction in the 
supply of money. In both cases the net effect upon income flow will be 
determined by the size of the multiplier in each. As we know, this cannot 
be accurately estimated in the short run because of the impossibility of 
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correct anticipations as to the extent of the leakages that will occur. 
Nevertheless, shifts in the income flow in the right direction will occur 
because of these spontaneous forces that are set in motion. These cor- 
rective changes in income flow may of course be overbalanced by do- 
mestic developments that induce opposite changes in income. For 
example, domestic monetary expansion, whether arising from business 
or governmental borrowing, may be so great as to nullify the restraining 
influence of a balance-of-payments deficit. Consequently, domestic credit 
restraint, whether resulting from gold outflows or from central bank 
policy, may be needed if the corrective force of the spontaneous causes 
are to be felt. Similarly, the increase in purchasing power arising from 
an export excess may be offset by domestic deflationary developments. 

These shifts in income arising spontaneously from disequilibrium in 
the balance of payments of the countries involved will normally be re- 
flected in appropriate changes in the demand for commodities. Thus the 
rising demand for commodities in the country with the rising income will 
include a rise in the demand for imports. In contrast, the country that 
suffers a fall in income will experience a shrinkage in demand, including 
its demand for imports. It follows, therefore, that corrective adjustments 
in the movement of commodities may begin without price level adjust- 
ments or gold movements. 

To be sure, one cannot assume that the income changes generated by 
the spontaneous forces will be sufficient to complete the restoration of 
equilibrium in the balance of payments. Disregarding the strength of 
other inflationary or deflationary factors in the domestic economy, the 
degree to which such income changes will succeed in such restoration 
depends upon: (1) the size of the multiplier in the countries concerned; 
and (2) the extent to which changes in income levels in each affects the 
magnitude of their respective imports— that is, their marginal propensity 
to import. To the extent that the multiplier is large, thus generating 
relatively great changes in income, and the marginal propensity to import 
is also large (meaning that, for a given change in income, imports respond 
generously), the corrective effect upon the balance of payments will 
also be relatively large. 4 

It it unnecessary to demonstrate that spontaneous causes can provide 
a complete restoration of equilibrium without changes in internal prices. 
Indeed, the shifts in income levels from such causes are likely to result 
in some changes in prices and costs, which in turn have added corrective 
effects. A fall in prices, induced by the spontaneous forces, will provide 


4 If one were to make assumptions as to the size of the multiplier and the marginal 
propensity to import for each country, the extent of the correction of the spontaneous 
kind could be estimated. This we need not do here, for our purpose is only to under- 
stand the principle involved. 
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additional incentives for the country with the unfavorable balance to 
reduce its imports and expand its exports. Furthermore, any gold move- 
ments that develop will further fortify the corrective developments. 

Spontaneous correctives in connection with changes in international 
capital movements. Spontaneous correctives appear when changes in 
long-term capital movements threaten the balance of payments of the 
lending country. For example, if Country L (lender) were to increase 
its loans to Country B (borrower) by purchasing more of Country B 9 s 
securities, sellers of securities— that is, borrowers— in Country B will draw 
bills of exchange upon lenders in Country L, which they will sell to banks 
in Country B. They receive in return checking accounts or other forms 
of bank credit money. On the other hand, the lenders in Country L honor 
the bills drawn on them by relinquishing deposits in banks in Country L. 
Should borrowers in Country B wish to spend their borrowed funds in 
Country L, the latter s exports would rise appropriately, with no change 
in the price or income levels of either country. Should borrowers in 
Country B require goods available in a third country, or goods produced 
at home, the adjustment becomes a little more complex. To generate 
appropriate adjustments, the income and price level of Country L must 
fall and at the same time income and prices of Country B must rise suffi- 
ciently to enable Country L to expand its exports and Country B to 
expand its imports. 

It is entirely possible that the adjustment in price and income level 
may occur without any substantial shift of gold from the lending to the 
borrowing country. So long as the banks in Country B are amply supplied 
with excess reserves they can freely create money for the borrowers, 
taking in return foreign exchange bills. Moreover, if the banks are willing 
and able to expand domestic credit upon the basis of foreign exchange 
reserves, the need for gold shipments is even less . 5 6 

Gold Movements , Shifts in International Currency 
Reserves , and International Equilibrium 

To the extent that readjustments are not brought about promptly or 
completely by the spontaneous or automatic forces causing changes in 


5 For a detailed examination of this approach, see Bertil Ohlin, Interregional and 
International Trade (Cambridge, Mass.: Harvard University Press, 1933), Chapter 
XX. Also see Jacob Viner, Canada's Balance of International Indebtedness , 1900- 
1910 (Cambridge, Mass.: Harvard University Press, 1924), for an account of the 
manner in which Canada's imports expanded to balance its long-tenn borrowings with 
a very modest inflow of gold. This successful adjustment occurred smoothly, even 
though Canada's borrowing was mainly from England while its excess of imports, 

representing the net capital inflow, came from the United States. 
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the level of income, a country which suffers from a fundamentally ad- 
verse balance must pay its deficit in gold or other forms of international 
currency reserves. Countries with favorable balances, on the other hand, 
will gain gold and international currency reserves. But before gold move- 
ments will occur, foreign exchange rates must shift to the gold shipping 
points (or equivalents in present practice). Thus the country with the 
favorable balance finds foreign bills of exchange somewhat cheaper. This 
encourages imports and discourages exports. The country with the ad- 
verse balance finds foreign exchange rates rising. This discourages imports 
and encourages exports. Within the limits set by the gold import and 
export points, the movement of exchange rates acts in a mild but not 
altogether negligible manner to restore equilibrium in the balance of 
payments. 

Cold movements and the restoration of equilibrium. Gold movements 
between countries operate to affect the balance of payments in several 
ways. To the extent that gold moves from the debtor to the creditor 
country, this movement has no direct and immediate influence upon their 
money supply. The spontaneous factors will already have increased the 
money supply of the creditor country and decreased that of the debtor 
country by the amount of the balance of payments difference. In a sense, 
the gold movement in the first instance merely validates the transfer of 
purchasing power that has already occurred. However, the loss of gold 
out of the bank reserves of the debtor country puts deflationary pressure 
upon its banking system . 6 Money becomes tight and interest rates rise. 
The country acquiring gold will experience the opposite effects— easier 
money and lower discount rates. 

The changes in discount rates, just referred to, set in motion two 
separate and distinct forces, each of which helps to check the outflow of 
gold. The first of these, which develops quickly and assists in dampening 
down the pressure upon the debtor country's gold supply, is the move- 
ment of short-term capital into the debtor country in response to the 
higher discount rate. The second operates more slowly to remedy the 
fundamental causes of disturbance in the balance of payments. It takes 
the form of stimulating business activity, prices, and imports when the 
discount rate falls because of gold imports, and of reducing business 
activity, prices, and imports when the discount rate is increased. Each 
of these will now be examined. 

Short-term capital movements and the balance of payments. The 
gold standard, working properly, and commanding general confidence, 

6 Should all of the gold reserves be concentrated in the hands of a government 
agency, the pressure would have to come from the monetary authority, which must 
protect the country’s gold reserves by imposing a tighter money policy upon the banks 
by reducing available cash reserves. 
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provides the certainty that is required if short-term capital is to move 
freely between international money markets in response to differences 
in the discount rates. Short-term capital movements mainly take the form 
of the purchase of: (1) bank balances; (2) bankers’ and trade accept- 
ances; (3) treasury bills; and (4) long-term internationally traded 
securities. The increase in the discount rate within the country having 
an adverse balance of payments induces the purchase of short-term claims 
against it by foreign bankers and other foreign investors. This action 
increases the credit side of the balance of payments and helps, tem- 
porarily, to restore equilibrium. 

Some adverse debt balances arise from accidental or seasonal varia- 
tions in trade. Given sufficient time, such variations will largely cancel 
out. In such cases the movement of short-term capital in response to 
differences in the discount rates quickly checks the movements of gold 
and minimizes them. Furthermore, some corrective short-term capital 
movements may occur without discount rate changes. For example, if the 
United States develops an unfavorable trade balance regularly each 
summer and a reversed situation during the winter months, foreign bills 
of exchange will be dear in summer and cheap in winter. If there were 
no speculative dealings in foreign exchange, rates would tend to move 
to the specie moving points, and gold would be shipped to meet the 
temporary disequilibrium in the international balance of payments. But, 
because of the predictable and regular seasonal nature of the movements 
of the balance of payments and the protection afforded by the gold 
points, American bankers are able to purchase foreign bills during the 
winter while they are cheap, collect the proceeds, and invest them 
abroad. Later, when foreign bills are dear, they will dispose of these 
foreign funds by offering drafts drawn against them in the foreign ex- 
change markets. All this will occur without any gold movements and 
without discount rates being higher abroad than at home. This practice, 
common under the full international gold standard, involves excessive 
hazards under inconvertible paper, so that without a firmly established 
gold standard, free from the possibility of depreciation of inconvertibility, 
corrective movements of short-term capital are much less likely to take 
place. 

Short-run capital movements that assist in the restoration and mainte- 
nance of equilibrium in the balance of payments may be described as 
equilibrating to differentiate them from the disequilibrating short-term 
capital movements that characterize “flights” from currencies under 
suspicion. The equilibrating type of short-term capital movements occur 
regularly, as we have just seen, in a well-established world gold standard, 
and largely depend upon confidence in the several currency systems. The 
disequilibrating type of short-term capital movements, on the other hand, 
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occurs in times of international financial panic and tends to upset the 
equilibrium in the balance of payments instead of helping restore it. 

Basic corrections in the balance of payments resulting from changes 
in discount rates. Long-term foreign borrowing and lending constitutes 
one important item in the balance of payments of many countries. The 
export of long-term capital, evidenced by a net inflow of foreign securi- 
ties, is a debit item in a country’s balance of payments. A change in the 
discount rate will cause some change in long-term interest rates, which 
in turn may affect the volume of such foreign lending. This may occur 
because of the effect of interest rate changes upon the absolute volume 
of capital that foreign borrowers will take, or because a change in interest 
rates relative to rates ruling in other international loan markets will cause 
a shift away from or to those other markets, as the case may be. 

A second corrective result of a change in money market conditions and 
in discount rates arises from the effect of such changes on domestic busi- 
ness activity. Tighter money and a rise in the rates tend to retard, but 
easier money and a lowering of rates tend to expand the rate of business 
operations. If tighter money or a higher discount rate reduces business 
activity, two influences are put to work to correct an unfavorable balance 
of payments. The first and most immediate result is to cause a decline 
in imports. The second result, more remote and more basic, is the decline 
in prices and costs which the slackening of business brings about. On the 
other hand, if a favorable balance of payments leads to an import of gold 
and a drop in the discount rate, the resulting expansion in business ac- 
tivity will stimulate imports and lead to higher prices. 

Cold movements without corrective effects on the balance of pay- 
ments. The full corrective effect of gold movements appears only if 
changes in the gold supply cause equal changes in the reserve funds of 
the banking system. Furthermore, the change in reserves must lead to 
corresponding changes in the volume of bank credit if corrections are 
to appear that are of greater significance than the spontaneous ones dis- 
cussed earlier. But neither of these results may actually be forthcoming. 
The extent to which the commercial banks make use of available reserves 
to support their credit structures varies with the state of business. In 
depression, excess reserves may pile up, as we so well know. During 
prosperous times, on the other hand, the banks are generally loaned-up. 
Still more important are the varying and unpredictable credit practices 
of central banks. To illustrate, the central bank may adopt any one of 
three policies following the receipt of newly imported gold. First, it may 
remain passive and allow the imported gold to increase the commercial 
bank reserves. Secondly, it may choose to offset the effect of the gold 
imports upon bank reserves by reducing its holdings of securities. Thirdly, 
it may permit the newly acquired gold to become a base for new bank 
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reserves in excess of those created directly by the gold imports. To ac- 
complish this, it may lower the rediscount rate or purchase securities in 
the open market. Similarly, the central bank may ignore, nullify, or 
magnify the effect of gold exports. 7 Without doubt, central bank mana- 
gers, in the formulation of their credit policies, believe that they are 
guided by the highest motives, the foremost of which is the desire to 
stabilize or improve internal business conditions. But the offsetting of 
gold movements in the interest of domestic stability, as practiced by 
central banks, reduces the corrective forces contributing to maintenance 
of equilibrium and therefore handicaps the operation of the gold stand- 
ard. Furthermore, whenever an agency of the Treasury or a stabilization 
fund operates to prevent gold movements from affecting bank reserves, 
the corrective effects are limited altogether to the spontaneous forces 
arising from the shift in purchasing power. 

Finally, gold movements that arise between countries when inter- 
national financial panic seizes the world’s money markets cannot be 
thought of as assisting to maintain equilibrium in the balance of pay- 
ments. Early in 1931, in certain countries, economic pressure due to the 
depression led to financial collapse followed swiftly by general panic. 
Deprived of the certain protection of the gold standard by the threat of 
a general abandonment of gold, short-term capital frantically began to 
seek security by moving rapidly away from money centers that were 
under suspicion to those believed to be safe. Under these circumstances, 
gold movements required to accommodate the shifts in short-term capital 
were in no way related to the requirements for basic equilibrium in the 
balance of payments. 

The Time Involved in Restoring Equilibrium 
in the Balance of Payments 

The ease of readjustment as related to types of commodities involved 
in foreign trade. The ease and rapidity with which a country’s balance 
of payments may be restored to equilibrium depend to a great extent 
upon the type of commodities which make up its imports and exports. 
For example, if a country with an adverse debt balance normally imports 
high-priced consumption goods and durable goods, it will find it relatively 
simple to reduce the value of such imports because of the ease of post- 
poning the purchase of durable goods and the possibility of switching 
from the purchase of high- to lower-priced consumption goods. The loss 
of income and purchasing power which results from the adverse balance 


7 It is difficult to discover a sufficiently well-defined pattern of central bank policy 
to permit any safe predictions as to the behavior of central banks. Cf. Viner, Studies 
in the Theory of International Trade, pp. 391-392. 
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of payments will tend to bring the shrinkage in imports just mentioned. 
In contrast, a country that imports foodstuffs and raw materials while 
exporting high-grade finished products may find it difficult to readjust 
its balance either by expanding its exports or by reducing its imports. 8 

Ease of restoration of equilibrium as related to the magnitude of the 
disturbances. The restoration of equilibrium in the balance of payments 
may be easily and swiftly achieved when the disturbing forces are 
relatively small and temporary in nature. In the absence of wars and 
acute, prolonged depression, disturbances, though constantly appearing, 
are in fact small, and restoration of equilibrium occurs smoothly and 
successfully. In contrast, in the face of powerful and continuous dis- 
turbances of the sort arising from war debts, war indemnities, and 
severe depressions, the corrective forces that successfully restore equilib- 
rium under ordinary circumstances are unequal to their task. This fact 
is well illustrated by the difficulties which arose in connection with the 
breakdown of the gold standard after 1929. 

The significance of spontaneous factors in restoring and maintaining 
equilibrium. The significance of the action of spontaneous causes or 
income effects in restoring balance of payments equilibrium rests mainly 
upon the following considerations: 

1. They operate promptly and positively to bring about appropriate 
changes in income in both the debtor and the creditor country. 

2. They need not, although they are likely to, result in changes in 
the price levels of the two countries concerned. 

3. They operate without the necessity for changes in the rate of in- 
terest arising from gold losses and gains. Thus, to the extent that they 
are effective in initiating corrective changes, the economy of the coun- 
try with the unfavorable balance is not subjected to the shock and de- 
pressing consequences arising from a shrinkage of gold reserves and the 
forced liquidation of credit. In this respect it appears that the existence 
of powerful spontaneous correctives makes possible a justification of the 
steps of the central banks in offsetting the loss of bank reserves that 
result from gold movements. 

The ability of spontaneous correctives to restore and maintain equilib- 
rium in the face of normal and mild disturbances is indicated by the 
experience and practice of certain central banks before World War I. 
Both the National Bank of Belgium and the Bank of France appear to 

8 Cf. F. W. Paish, “Banking Policy and the Balance of International Payments” 
Economica , November 1936, pp. 413-422. He points out that countries whose im- 
ports are largely marginal or which have a “high marginal propensity to import” 
are likely to be producers of raw materials. Such countries tend to adjust their trade 
balance easily. Advanced industrial countries, on the other hand, have a “low marginal 
propensity to import” and do not adjust so easily, If the latter countries are also inter- 
national banking centers, the strain on their monetary structure may be eased by an 
inflow of foreign-owned short-term balances. For a statement of the problem of ad- 
justing merchandise movements to re-establish equilibrium in the balance of pay- 
ments, see Viner, Studies in the Theory of International Trade , pp. 307-311. 
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have paid little attention to gold movements in the determination of their 
discount policies . 9 This they were able to do because, unlike the Bank 
of England, they did not need to concern themselves with attracting and 
holding foreign bank deposits to protect their gold reserves. The Bank 
of England itself, which traditionally used the discount rate to protect 
its gold position against foreign bank withdrawals, at times adopted a 
stable discount rate policy and varied the price of gold as a means of 
controlling gold movements . 10 In the case of the National Bank of 
Belgium, the Bank of France, and, on occasion, the Bank of England, 
no balance of payments difficulties seemed to arise when, for internal 
purposes, a stable discount rate policy was put into effect. These experi- 
ences testify to the corrective power of the spontaneous factors that we 
have been considering. They also support the view that the return to an 
international gold standard need not prove so intolerable as some critics 
would have us believe, given reasonably normal world conditions. 

Criticisms of gold-standard type currencies and international equi- 
librium. There are certain objections to the process involved in the 
maintenance of international equilibrium under gold-standard type cur- 
rency systems. These objections mainly arise from the well-recognized 
fact that the correctives for an adverse balance of payments, which we 
have discussed, operate by inducing a relative reduction in the level of 
income. But, because of the downward stickiness of costs and prices, a 
fall in income tends to reduce employment. Whether or not such a fall 
in employment is tolerable depends mainly upon the magnitude of the 
adverse balance to be corrected and the ease or difficulty associated with 
a fall in costs needed to restore full employment. To the extent that 
disturbances leading to an adverse balance are mild in nature and are 
spread over a considerable period of time, the unemployment effects 
tend to be moderate and tolerable. But when disturbances are sudden 
and large, such as those arising from large-scale capital flight, wars, or 
severe depression, the normal gold standard correctives may be inade- 
quate in effect and may cause unduly prolonged and severe unemploy- 
ment. This is a reason for including in the requirement for fundamental 
equilibrium that correctives should not create substantial or prolonged 
unemployment. 

International Price Equilibrium Under 
Paper Currencies with Free Exchanges 

As we have seen, when an international gold standard is in effective 
operation, exchange rates are automatically held rigid within the narrow 

9 Cf. P. B. Whale, "The Working of the Pre-War Gold Standard,” Economica , 
February 1937, p. 20. 

10 Cf. R. S. Sayers, Bank of England Operations , 1890-1914 „ P. S. King & Staples, 
Ltd., 1936, p. 82. 



MAINTENANCE OF EQUILIBRIUM IN THE BALANCE OF PAYMENTS 


525 


limits of the gold points. Disequilibrium in the balance of payments must, 
therefore, be corrected by adjustments in income levels and in internal 
price and cost structures. 

The maintenance of equilibrium with pure paper currencies. When 
inconvertible paper currencies with flexible or floating exchange rates 
are used, the equilibrium in the balance of payments may be restored and 
maintained by changes in foreign exchange rates, changes in prices, or 
both. Unlike the gold standard, pure paper currencies provide no gold 
points. Under pure paper currencies, therefore, the rates of exchange may 
vary widely in response to the changing forces of supply and demand. 
For example, if a country on a pure paper standard were to have an 
unfavorable debt balance, the price of foreign exchange would rise as it 
would under the gold standard. But whereas under the gold standard a 
limit to the increase in foreign exchange rates is set at the gold export 
point, under inconvertible paper no such limit exists. Instead, with flexi- 
ble exchange rates, an unfavorable debt balance in a country using 
inconvertible paper currency must cause such a rise in foreign exchange 
rates that the supply of foreign bills will equal the demand for them. 

The effect of seasonal inequalities. Before going further, it is neces- 
sary to recall that although an approximate equilibrium in a country’s 
balance of payments for such a period as a year’s time may easily come 
about, such an equilibrium cannot be expected for any given day or even 
for any single season. Obvious difficulties would accompany any attempt 
to equalize the basic debit and credit items in the balance of payments 
for a short period. For example, American exports of agricultural prod- 
ucts have tended to be concentrated largely in the autumn and in early 
winter. During this season the balance of payments is favorable, and it 
becomes unfavorable during other seasons when an excess of imports 
appears. Under the gold standard, no consequences attach to these 
seasonal disturbances to the balance of payments so long as they even- 
tually cancel out. The day-by-day and the seasonal inequalities between 
debit and credit items are smoothly cared for by the movement of short- 
term capital. Such capital moves from the creditor to the debtor country 
in response to small changes in discount rates or, regardless of discount 
rate changes, to obtain a profit by buying foreign exchange cheap and 
selling it dear. 

But with inconvertible paper currencies, much less opportunity exists 
to offset short-term and seasonal inequalities in debits and credits in the 
balance of payments. Dealers in foreign exchange who would quickly 
transfer short-term capital to fill the gap under the gold standard are 
much more reluctant to take such a step under inconvertible paper cur- 
rencies because of the risk of unpredictable fluctuations in the exchange 
rates. The purchase of foreign exchange, when a current favorable bal- 
ance makes it cheap, involves vastly greater hazards when currencies are 
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inconvertible paper than when the gold standard provides a point of cer- 
tain reference in the form of gold parities. 

Under pure paper currencies, therefore, an inequality in the balance 
of payments during a season when exports normally exceed imports tends 
to induce a fall in the foreign exchange rate until one of two results 
occurs. First, the rate may decline to a point at which speculative pur- 
chases of foreign exchange will become numerous enough to take off the 
market the excess supply of foreign bills. Secondly, if speculative buyers 
do not appear in sufficient numbers to absorb the supply, the foreign 
exchange rate must fall until exports are reduced and imports increased 
to the point of equality. It follows, therefore, that regardless of the 
existence of equilibrium in the annual balance of payments, inconvertible 
paper currency requires marked seasonal and daily fluctuations in ex- 
change rates to provide the necessary short-run equilibrium. This in part 
explains the need for stabilization fund operations by government agen- 
cies to provide short-run exchange stability for paper currencies. 

Exchange rate adjustments to restore and maintain equilibrium. Over 
a period of time long enough to average out seasonal and irregular 
fluctuations, free-market exchange rates between inconvertible paper 
standard countries and outside countries naturally tend toward a level 
that provides a basic fundamental equilibrium in their international 
balance of payments. An unfavorable or adverse balance of payments— 
brought about, for example, by an excess of import items— creates a 
domestic demand for foreign bills of exchange in excess of the supply 
provided by exports. Consequently, foreign exchange rates must rise. 
Such a rise in foreign exchange rates has a corrective effect, first by 
increasing the cost of foreign goods in terms of domestic currency and 
thus reducing the profitableness of importing, and secondly, by cheapen- 
ing domestic currency in terms of foreign currency. The result is a reduc- 
tion in cost of domestic goods to foreign buyers and a stimulation of 
exports. Thus the rise in foreign exchange rates imposes corrective 
changes both by checking imports and by stimulating exports. 11 

An example may help us to understand the effects of changes in ex- 
change rates on a country's exports and imports. In 1949, when the 
exchange value of the pound was $4, British goods, because of high 
domestic prices, were difficult to sell abroad and Britain's balance of 


11 There are some who would minimize the corrective effects of changes in ex- 
change rates ( and changes in relative price levels under gold standard adjustments ) by 
arguing that demands for internationally traded goods have a low price elasticity, and 
reducing their cost to foreign buyers cannot increase the total value of a country's 
exports. This view hardly seems warranted by the facts, but it has been used to sup- 
port the balance of payments theory of exchange rates, which will be considered 
briefly at the end of this chapter. 
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payments tended strongly to be adverse. But after September of that 
year, when the pound was reduced to $2.80, British exports, in terms 
of current prices, were correspondingly cheaper for Americans. At the 
same time, British imports from the United States were correspondingly 
more costly. Consequently, the cheaper pound tended to aid in the 
restoration of equilibrium in the British balance of payments by increas- 
ing exports to and reducing imports from the Western Hemisphere. 

When the exchange rate between paper-standard countries is not one 
that provides equilibrium in the balance of payments, two results may 
occur. First, as we have already noted, the rate of exchange may shift to 
a point that satisfies the requirements of equilibrium. Secondly, internal 
prices within the countries concerned may move to levels that provide 
equilibrium at the ruling exchange rates. Because, under inconvertible 
paper standards, free-market exchange rates are more flexible than are 
price levels, adjustments tending toward restoration of balance-of-pay- 
ments equilibrium are more likely to occur in the form of changes in the 
rates of exchange than as changes in the price levels. Indeed, one of the 
advantages commonly advanced for inconvertible paper currencies and 
free exchange rates is the ease and rapidity with which exchange rates 
can adjust themselves to restore equilibrium in the balance of payments 
once it is disturbed. This is in sharp contrast to the slow and sometimes 
painful adjustments of cost and price levels required under the gold 
standard. 

Purchasing Power Parity Theory of Exchange Rates 

We have already seen that under pure paper currencies there is some 
rate of exchange that tends to maintain a balance of payments equilib- 
rium between the countries involved. From our analysis it clearly ap- 
peared that this rate is one that equalizes the various import and export 
transactions in the light of the ruling price levels. It naturally follows that 
some attempt should be made to explain this equilibrium rate of exchange 
in terms of the relative levels of prices. The purchasing power parity 
theory of exchange rates is an attempt specifically to relate the rate of 
exchange to the price level. 12 

The argument upon which the purchasing power parity theory rests 
is the very sensible one that people primarily want foreign money because 
of the purchasing power which it has in that foreign country over com- 


12 Professor Gustav Cassel is mainly responsible for the development and exposi- 
tion of this theory in present-day economic literature. For a statement of his view, 
see his Money and Foreign Exchange After 1914 (New York: The Macmillan Com- 
pany, 1922), pp. 137-162. 
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modities, services, securities, and the like. When one offers his own money 
in exchange for foreign currencies, he is offering to give up buying power 
over commodities at home in exchange for buying power over things 
abroad. Therefore, one's valuation of foreign currencies in terms of one's 
own primarily rests upon the relative purchasing power of each currency 
in its own country . 13 This leads to the obvious conclusion that the rate 
of exchange depends upon the relative price levels and may be expected 
to vary with changes in these price levels. 

The calculation of purchasing power parity exchange rates. The true 
normal or equilibrium exchange rate between countries cannot be calcu- 
lated directly by comparing the buying power of a unit of domestic cur- 
rency over a representative list of commodities and services with the 
buying power of a unit of foreign currency over a similar list. To calculate 
the importance or value of a unit of foreign currency for buying foreign 
goods to be brought back to one's own country, one must allow for all 
the costs of transferring the goods, such as import duties, freight, and 
other shipping expenses. These costs differ from commodity to com- 
modity, and appropriate allowances for these costs would be next to 
impossible to make. Of still greater importance is the fact that most 
commodities move in but one direction, so that a comparison of prices 
of any given group in the two countries would have little significance. 
Prices of commodities exported from the United States to England must 
have a price in England, calculated at the ruling rate of exchange, suffi- 
ciently above the price here to pay the costs of transfer. The same rule 
applies to prices of goods moving from England to the United States. 
The purchasing power parity rate, if it be considered an equilibrium rate 
of exchange, is merely one at which the total value of everything bought 
from the rest of the world by the United States is equal to the total value 
of everything sold to the rest of the world. The money value of any par- 
ticular bill of goods at home and abroad is unlikely to give a valuable 
clue to the equilibrium exchange rate. 

Gustav Cassel, a leading proponent of the theory, proposed to calcu- 
late the purchasing power parity rate indirectly. He assumed that during 
some normal period, usually after the gold standard has been in opera- 
tion for a time, the rate of exchange actually ruling is the purchasing 
power parity rate for the price levels that exist in the countries involved. 


13 Ibid., pp. 138-139. For criticisms of the purchasing power parity theory, see 
Gottfried von Haberler, International Trade (New York: The Macmillan Company, 
1936), p. 32; Jacob Viner, Studies in the Theory of International Trade (New York: 
Harper & Row, Publishers, Inc., 1937), pp. 379-387; and Howard Ellis, German Mone- 
tary Theory , 1905-1933 (Cambridge, Mass.: Harvard University Press, 1934), Part 
III. 
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For example, before World War I, mint par of exchange between 
England and the United States was £1 = $4,86, a rate which may be 
taken as the purchasing power parity for the ruling price levels at that 
time. After the gold standard was abandoned, if the price level in England 
had doubled and that of the United States had remained unchanged, the 
relative purchasing power of the pound would have declined by one-half, 
and the rate of exchange, purchasing power parity, would then stand at 
£ 1 = $2.43. To calculate purchasing power parity, therefore, the price 
levels for the normal period should be taken as a base (that is, 1913 = 
100 in each country). The rate of exchange in this normal period is 
multiplied by the ratio of the price indexes for each country at the date 
for which the new equilibrium rate of exchange is to be calculated, and 
the result is the purchasing power parity rate. Thus, to use our previous 


£1 

example, if the old rate of exchange in 1913 was and the ratio of 


200 


prices in the two countries had shifted to -rxn> purchasing power parity 

IUU 


would have been ^ x or 

When gold standard parities have not recently existed and are there- 
fore not available for price level comparisons, the rate of exchange in 
effect during some period of relative price stability may be taken as an 
equilibrium one in the light of the prices of that period. By comparing 
the behavior of prices between that period and some later one, it is 
possible to make an estimate of the proper purchasing power parity 
exchange rate. Moreover, any divergence between price levels of differ- 
ent countries while the exchange rate remains stable creates a presump- 
tion that the existing rate of exchange is no longer an equilibrium one. 

Limitations of calculated purchasing power parity. CasseFs method 
for calculating purchasing power parity has one outstanding merit. It 
provides an objective clue to the true equilibrium rate of exchange that 
should provide basic equilibrium in the balance of payments. As such 
it might well be utilized to provide a rough idea of the approximate 
level of the equilibrium rate after original rates have been made unten- 
able because of the dislocations of wars, inflations, and other major 
disturbances. For example, when the International Monetary Fund, after 
World War II, provided for the establishment of fixed rates of exchange 
among its members, a calculation of purchasing power parity might have 
been used (but was not), to indicate the approximate level at which 
rates should be fixed. Cassel himself used the calculation to explain the 
depreciation of exchange values of many currencies after World War I. 

Although CasseFs method for estimating purchasing power parity is 
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obviously a handy scheme for obtaining a general idea of the equilibrium 
rate, its accuracy may be seriously questioned. Objection to this method 
of calculation may be made on several grounds: 

1. To be reasonably accurate, the calculation should be based upon 
price indexes that represent the production cost of goods capable of 
moving in international trade. Because such an index is not available, 
indexes of wholesale prices have been most commonly used. But the 
changes in the wholesale price index can but imperfectly represent the 
cost of goods that move in international trade. Consequently, calcula- 
tions of purchasing power parity based upon such price indexes cannot 
be accepted as a reliable indication of the true equilibrium exchange 
rate. 

2. Calculations of purchasing power parity are based upon some pre- 
vious rate of exchange assumed to have been a normal equilibrium rate. 
But the appropriateness of this old rate depends upon the kind and rela- 
tive amounts of commodities actually moving in international trade at 
that time. In the interval between the time when the base rate was in 
effect and the time of the calculation of purchasing power rarity rates, 
types of commodities entering trade may change. Transfer costs, includ- 
ing tariffs, may vary and alter the conditions of trade. Furthermore, the 
equilibrium exchange rate for the base year was one that permitted 
capital-exporting countries to export an excess of merchandise. Like- 
wise, the equilibrium rate of exchange for capital-importing countries 
was one that permitted an excess of merchandise imports. Consequently, 
any substantial change in international capital movements occurring be- 
tween the base date and the time when purchasing power parity is cal- 
culated would invalidate the calculation. 

3. Any event that impaired the level of invisible exports between the 
base date and the date of the calculation would destroy the reliability 
of the calculated purchasing power parity rate. This is well illustrated 
in the case of England. During the last war she suffered a severe loss 
of invisible exports because of the loss of many of her foreign invest- 
ments. It therefore became necessary for her to expand her commodity 
exports, as compared to commodity imports, in order to achieve an equi- 
librium in her balance of payments. This required the pound to be 
cheaper in the foreign exchange markets than was indicated by the cal- 
culation of the rate based upon price level movements. 


Undervaluation and Overvaluation of Currencies 

Under the international gold standard, exchange rates were controlled 
by gold parities. When disequilibrium in the balance of payments de- 
veloped, necessary adjustments occurred in the income and price levels of 
the countries concerned until equilibrium was restored. These adjust- 
ments had the effect of making gold parities the true equilibrium rates of 
exchange. The general abandonment of gold during World War I led to 
fluctuating exchange rates when the wartime pegs were removed from 
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the markets. Consequently, attention was inevitably drawn to the exist- 
ing exchange rates determined in the market and the effectiveness of such 
rates in establishing equilibrium in the balance of payments. It was this 
interest that encouraged Cassel to calculate the purchasing power parity 
rate on the assumption that it would reveal the correct equilibrium rate 
of exchange. 

Undervaluation of a currency. Whenever, for some reason, the for- 
eign exchange value of a currency is below its true equilibrium value, the 
currency is said to be undervalued. In such a case the country’s exports 
tend to expand and its imports shrink, and a favorable balance of pay- 
ments develops. Under the gold standard this development leads to the 
accumulation of foreign exchange claims against other countries and tends 
to set in motion the appropriate and familiar corrections. 

With inconvertible paper currencies, and free-floating exchange mar- 
kets, undervaluation of a currency tends to be corrected by a rise in the 
currency’s foreign exchange value. Such a rise toward the equilibrium 
value of the currency and the correction of undervaluation must inevitably 
occur unless some other development, such as a flight of capital, provides 
a sufficient supply of currency offered in the market to offset the normal 
corrective force of expanding exports. 

A currency may become undervalued for several reasons. First, the re- 
duction of gold content or parity of a gold standard currency may result 
in its undervaluation. Secondly, a rise in prices abroad without a similar 
increase at home will tend to make the pre-existing value of the home 
currency too low. Thirdly, with inconvertible paper currencies, a flight of 
capital or the intentional dumping of the currency on the foreign exchange 
markets by the central bank will depress its exchange value and result in 
undervaluation. When adopted as a conscious policy, undervaluation is 
expected to stimulate domestic trade and prices by increasing exports, 
reducing imports, and thus expanding home employment. 

Overvaluation of a currency. Overvaluation exists when the foreign 
exchange value of a currency is too high, or is above the equilibrium rate. 
Consequently, an overvalued currency attracts imports, makes exporting 
difficult, and causes an adverse or unfavorable balance of payments. If 
the rate of exchange is tied to gold parity, as is the case under the gold 
standard, the correctives must take the form of falling incomes and costs, 
under the impact of spontaneous forces and gold losses. An overvalued 
currency, then, means unemployment and depression until it is corrected. 
If downward adjustments in costs are difficult to achieve, the undesirable 
effects of overvaluation continue for a considerable time. 

Under free exchange markets and inconvertible paper currencies, over- 
valuation tends to be corrected readily and relatively painlessly by a 
downward readjustment in the foreign exchange value of the currency. 
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Still a third situation may exist when currencies are overvalued. Gov- 
ernments of countries with overvalued currencies may be unwilling to 
permit either normal correctives, in the form of downward changes in 
prices, or a downward change in the foreign exchange value of its cur- 
rency. In this case overvaluation persists, and imports tend to exceed ex- 
ports and must be curbed by such restraints as tariffs, quotas, and ex- 
change controls. 

A currency may become overvalued in the foreign exchange markets in 
a number of ways: 

1. The country having inconvertible paper may embark upon gold 
convertibility and choose a gold parity that is too high. In 1925, when 
England returned to the gold standard and the prewar pound, the result 
was some degree of overvaluation of the pound. 

2. With fixed exchange rates, a relative rise in internal or domestic 
prices leads to overvaluation. 

3. The flight of capital to a country with inconvertible paper currency 
may drive up its exchange value and cause it to be overvalued. 

The Balance-of -Pay merits Theory of Exchange Rates 

There is a school of thought, commonly accepted in German monetary 
theory, that holds that there is no natural equilibrium in the balance of 
payments in the sense that we have been considering it. It rejects the idea 
of the existence of corrective forces in the form of changes in income, 
prices, and exchange rates. Instead, the balance-of-payments theory holds 
that foreign exchange rates are determined by independent factors not 
directly related to internal price levels and the quantity of money. Such 
independent factors tending to cause a rise in foreign exchange rates 
would include requirements for debt payments, reparations, and an in- 
elastic demand for raw materials needed from abroad. Because they deny 
that there is any real intercurrency parity corresponding to purchasing 
power parity, the adherents of this theory reason that causes of changes 
in exchange rates lie within the forces determining the balance of pay- 
ments rather than in the internal price levels. They hold that exchange 
rates reflect rather than influence the balance of payments. Because they 
deny that there is anything automatic about the maintenance of equilib- 
rium in the balance of payments, they find ample justification for tariffs, 
quotas, exchange regulations, and other forms of state interference de- 
signed to prevent an unfavorable debt balance. This is in sharp contrast 
to the classical view that equilibrium is automatically re-established either 
by an adjustment of price levels if under the gold standard, or by an ad- 
justment of exchange rates if off the gold standard. 

A contemporary application of the balance-of-payments theory ap- 
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peared in the discussions of the dollar shortage of England and Western 
Europe after World War II. The statement was frequently heard that the 
dollar shortage was something unique, arising out of profound techno- 
logical and social change, and that it was in no way amenable to solution 
along the lines of exchange rate adjustment toward an equilibrium level. 
The devaluation of the pound, it was argued, could not possibly assist in 
the correction of the British adverse balance of payments because of the 
inelasticity of demand for both British exports and British imports. There 
seems to have been little justification for such an extreme position. 


Questions for Study 


1. With a given rate of exchange between a country and the outside world, 
what would tend to be the effect of each of the following on the country’s 
balance of payments? 

a) Domestic price inflation. 

b) Increased borrowing from foreign countries. 

c) Depression of prices and employment abroad. 

d) The discovery of a cheap foreign source of a product normally ex- 
ported. 

2. Under an international fixed exchange rate system such as is provided by 
the gold standard (or the gold exchange standard), it is essential that a 
country correct an adverse balance of payments with reasonable prompt- 
ness. 

a) Why is promptness so essential? 

b) What is the classical explanation based upon the quantity theory 
of money? 

c) What are the spontaneous or income forces that tend to restore equi- 
librium? 

3. Why does an excess of exports tend to result in an increase in the domestic 
money supply? Does this happen without an inflow of gold? 

4. Do a country’s imports decline when its business activity slackens? Why? 

5. Suppose that a gold standard country loses gold because of an unfavor- 
able balance. 

a) Will interest rates within the country change? 

b) What will be the effect of probable changes in the rate of inter- 
est on; 

1) The import of short-term capital? 

2) The level of business activity? 

3) The amount of lending to foreign countries? 

6. What are the advantages of the existence of strong spontaneous corrective 
forces? 

7. Why is equilibrium more readily restored when exchange rates are flexible? 
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8 What is the reasoning behind the calculation of purchasing power parity? 
' Of what practical use is such a calculation? Why may it not be a true 

measure of the equilibrium rate of exchange? 

9 What is an overvalued currency? An undervalued one? What are the con- 
sequences of each? What may cause overvaluation? Undervaluation? 

10 What is the balance-of-payments theory of exchange rates? What is the 
reason for an adverse balance of payments? What is the remedy? 



chapter thirty-three 


CONTROLLED EXCHANGE RATES 


Control under the gold standard. At first sight, foreign exchange rates 
appear to be determined simply by the law of supply and demand, with- 
out the use of artificial controls. Especially does this appear to have been 
true in times when the international gold standard was in operation. As 
a matter of fact, however, a considerable degree of control over exchange 
rates, or the forces determining them, existed under the gold standard. 
For example, one well-established principle of central-bank management 
under the gold standard was the control of credit and interest rates so 
as to keep exchange rates within the gold points. By a change in the 
discount rate, the Bank of England was able to attract short-term capital, 
to discourage long-term lending abroad, and to check internal credit 
expansion at times when an unfavorable balance of payments threatened 
the country’s gold reserves. A spreading of the gold points by modifying 
the terms upon which gold was bought and sold was also used as a means 
to prevent gold movements. 
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An even more positive and conscious control over the forces determin- 
ing the exchange rates developed during the 1920’s, when European 
countries were re-establishing the gold standard. The monetary uncer- 
tainty of the times made it inadvisable to rely too heavily on the automatic 
action of the gold standard to protect gold reserves. Special measures 
were therefore taken to guard against contingencies that might lead to 
an unfavorable balance of payments. Careful avoidance of budgetary 
deficiencies gave assurance against internal inflation. Foreign credits 
were arranged to meet any adverse balances. Home industry and exports 
were encouraged, and central banks followed conservative credit policies. 

The world-wide depression that began in 1929 and led to the financial 
collapse of 1931 saw the introduction of various types of intervention or 
controls over foreign exchange rates. The purpose of such intervention 
or control was to hold foreign exchange rates at some point different from 
the rates that would have existed in a completely free exchange market. 
Such control efforts included the stabilizing action of central banks and 
stabilization funds as well as the measures commonly referred to as ex- 
change control , by which officially maintained rates of exchange are 
combined with restrictions on imports, blocked balances, clearing agree- 
ments, and the like. 

The Purpose of Interference or Control 
in Foreign Exchange Markets 

To understand the development of this movement toward control, we 
must first examine the motives responsible for it. These motives fall into 
three main categories: 

1. Control (used in the broad sense of any interference in the ex- 
change market) may be designed to offset seasonal, irregular, and specu- 
lative influences and to maintain a stable rate of exchange that approxi- 
mates an equilibrium rate. 

2. Control may be intended to maintain the exchange value of a coun- 
try’s currency above the equilibrium rate for the purpose of avoiding in- 
ternal inflation, or to improve the “terms of trade” between that country 
and the outside world. 

3. Control may be aimed at bringing about a depreciation or under- 
valuation of the domestic currency in order to stimulate exports and in- 
ternal expansion. 

Maintenance of exchange stability. It is a well-recognized fact that 
stable exchange rates between countries engaged in trade are highly 
desirable. Without them the risks of trading become unnecessarily high 
if not prohibitive. This fact was recognized by the countries comprising 
the Sterling Area after England abandoned gold in 1931. At that time 
countries belonging to the Sterling Area wished to maintain fixed ex- 



CONTROLLED EXCHANGE RATES 


537 


change rates on London. The degree to which this was accomplished may 
be clearly seen in the parallel movement of the value of their currencies 
in terms of gold, as shown in Fig. 3.1 on page 44. The mechanism of 
control used by these countries was the familiar one used in connection 
with the gold exchange standards of the 1920’s. In each country associated 
with the Sterling Area, the central bank freely bought and sold sterling 
bills (bills of exchange payable in London) at the established rate. The 
appearance of an excess supply of sterling bills was a signal for more 
lenient internal credit conditions, and a shortage of sterling bills and a 
decline in sterling balances in London indicated a need for domestic 
credit restraint. The connection between sterling and the other currencies 
was a loose one. Nevertheless, the voluntary Sterling Area arrangements 
were maintained until superseded by more rigid exchange controls during 
World War II. 

The need for control to provide exchange stability is especially great 
in the case of inconvertible paper currencies, which lack the automatic 
stability provided by the gold standard. Particularly are such currencies 
exposed to seasonal and speculative influences that must be held in check 
if wide exchange fluctuations are to be avoided. This need lay behind 
the establishment, in 1932, of the British Exchange Equalization Account, 
which bought and sold foreign exchange on gold standard countries for 
the purpose of maintaining short-run stability of rates. 

Exchange control at “official rates.” Sometimes the existence of a 
powerful trading agency, whether the central bank or a government fund, 
is insufficient to counteract the effects of capital exports or flight. In such 
a case, more drastic measures are taken to maintain exchange stability. 
The control agency then assumes control over all exchange transactions. 
Persons residing within the country are denied the privilege of buying 
foreign exchange unless they can prove that they will not use the proceeds 
to purchase foreign securities, foreign money or bank balances, or other 
foreign capital assets. Such control is commonly used to prevent or to 
minimize the flight of capital in the face of threatened domestic crisis. 
Frequently combined with this type of control is the “blocking” of 
accounts or claims of foreign creditors who are then denied the privilege 
of transferring out their claims for interest and debt payments. This 
blocking is done to remove the pressure of these claims from the balance 
of payments and to avoid the depressing effect of such claims upon the 
value of the country’s currency in the foreign exchange markets. 

Methods of Interference and Control: Stabilization Funds 

Two methods, short of out-and-out exchange control, are available for 
influencing the foreign exchange rates by conscious action. The first, 
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used in the 1930’s by the non-British members of the Sterling Area, 
simply involves central-bank regulation of the domestic money and credit 
supply for the purpose of maintaining a domestic price level compatible 
with the established rate of exchange on London. In this case, central- 
bank monetary management is substituted for the so-called automatic 
regulation imposed by the gold standard. The second method of influenc- 
ing the exchange market is through the operations of a trading agency 
or exchange stabilization fund. Such a fund is for the purpose of defend- 
ing the exchange market from the effects of speculative inflows and out- 
flows of short-term capital. The best example of this was the British 
Equalization Account, established in 1932, which functioned as a trader 
in the free foreign exchange market to maintain the pound at or near its 
equilibrium value. Unlike central banks that enter the foreign exchange 
market, the Equalization Account was not itself responsible for monetary 
policies bearing upon domestic conditions that determine the pound’s 
true equilibrium value. 

The British Exchange Equalization Account. The primary purpose 
of establishing the British Exchange Equalization Account was to stabi- 
lize the exchange value of the pound and to prevent either excessive 
depreciation or excessive appreciation. The general panic that seized the 
financial world in 1931 brought waves of distrust upon first one currency 
and then another. As a result, short-term capital shifted rapidly from one 
money center to another, with consequent pressure upon exchange rates. 
Whenever a “flight” of capital to London occurred, the exchange value 
of the pound rose. But a dearer pound increased the difficulties of British 
exporters and could not be allowed to result from speculative move- 
ments of capital. The Account, therefore, stood ready to offset the effect 
of a flight of capital to London by freely selling pounds and taking foreign 
exchange instead. When the capital movement to London became pro- 
nounced, the Account came into possession of large amounts of foreign 
currencies, which were offset by an equal loss in pounds. On the other 
hand, when capital movements were away from London instead of toward 
it, the Account checked the fall in the exchange value of the pound by the 
purchase of pounds and the sale of the previously accumulated foreign 
exchange. Whenever the Account’s foreign exchange supply became 
exhausted, it was necessary to export gold to replenish its foreign bal- 
ances. 

It was not the purpose of the Exchange Equalization Account to main- 
tain the value of the pound at a level inconsistent with basic market 
conditions, In the face of changing price relationships between England 
and the outside world leading to a lower or higher equilibrium rate of 
exchange than that currently ruling, the market rate was permitted to 
adjust itself. 
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Capital flight Capital flight is a general term applied to an attempt 
to withdraw assets from the country whose currency is under suspicion 
and acquire corresponding assets in more stable currency countries. 
Generally it involves converting securities into cash and going into the 
foreign exchange market to purchase drafts on stable currencies. The 
effect, of course, is to drive up the price of foreign exchange bills and to 
drive down correspondingly the foreign exchange value of the domestic 
currency. Capital flight is often cumulative, for the loss of confidence in 
the currency becomes worse as the anticipated fall in its value becomes 
a reality. 

Capital flight may be carried on by domestic speculators seeking to 
profit by the purchase of foreign exchange at favorable prices and the 
later use of such foreign funds to repurchase domestic currency at lower 
prices. Also foreign holders of short-term claims, such as bankers’ accept- 
ances, Treasury bills, and bank deposits, may attempt to convert these 
claims into a safer form by selling them and offering drafts against the 
proceeds for sale in the foreign exchange market. Clearly, when there 
develops a loss of confidence in the future exchange value of a currency, 
speculative capital flight, unless held in check, can result in an acute 
adverse balance of payments totally unrelated to the actual state of the 
country’s current accounts. The Equalization Account successfully 
smothered excessive short-term capital movements into and out of 
Britain up to the outbreak of World War II. 


Exchange Control by Direct Pressure 
on the Balance of Payments 

The reasons for direct control over balance-of-payment items. We 
have already learned how the British Exchange Equalization Account and 
foreign central banks were able to introduce short-run exchange rate 
stability by trading in the free exchange markets. So long as no powerful 
and sustained drive against a currency developed, such measures were 
effective. Furthermore, the supported rates were designed to correspond 
to the long-run equilibrium rates. So long as no fundamental disequilib- 
rium arose, or there developed no severe capital flight, the methods of 
control used were adequate. But during the 1930’s, two circumstances 
developed that spelled trouble for the balance-of-payments position of 
many countries. First, the Great Depression and the crisis of 1931 created 
severe exchange problems for numerous countries. Secondly, the threat 
of war, and its actual outbreak in September 1939, not only induced 
heavy flights of capital from troubled areas, but created enormous dis- 
tortions in the import-export relationships. 
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The choice between exchange depreciation and exchange controls. 
The financial crises of 1931 brought grave exchange difficulties. When 
a flight of capital accompanied these disturbances, it placed an almost 
unbearable burden upon the monetary systems of countries with inade- 
quate gold supplies. Countries well fortified with gold, such as the United 
States and France, were able to weather the storm, but England, with 
its relatively small gold supply, was compelled to suspend gold payments 
in September. Especially difficult were the positions of weak debtor 
nations, which found that the Depression had not only shut off the ac- 
customed flow of foreign loans, but, by sharply reducing their export 
trade, had also made the servicing of old foreign debts extremely difficult. 

The choices open to countries unable to draw upon an ample gold 
supply were limited. Because of panic conditions, an increase in the 
discount rates within the country losing gold was no longer effective in 
attracting foreign short-term capital. This was true even in London itself, 
where the discount rate had so long been successfully used for this pur- 
pose. At any such time, the effect tends to be just the opposite, for an 
increase in the rate is construed to be a sign of weakness. Smaller coun- 
tries, of courge, can make little use of the discount rate at any time to 
influence the flow of short-term capital. Nor was there any hope of relief, 
during such a period of general world depression, in embarking upon a 
program of internal price deflation. At best, success would be doubtful 
and could hardly be counted on to create such an immediate change in 
the balance of payments as to offset the effect of capital flight. Moreover, 
these countries were weary of depression, and any attempt to bring about 
a further deflation of prices and costs, with the accompanying aggravation 
of unemployment and bankruptcy, was not politically tolerable. The most 
natural policy to expect under such circumstances, therefore, was the 
abandonment of gold and a depreciation of the exchange value of the 
currencies. This was the policy successfully followed by England and 
the other members of the Sterling Area. It offered the advantage over 
deflation of being quickly accomplished, and at the same time it was 
free from the depressing effects of deflation upon the domestic economy. 
The depreciation of the exchange value of the currencies lowered the 
costs and prices of goods produced for export, increased the cost of 
imports, and encouraged domestic recovery. Through exchange deprecia- 
tion, exchange rates were allowed to seek their equilibrium level, and the 
adverse balance of payments was largely corrected without imposing 
control or restraint over the items themselves that comprised the balance 
of payments. 

But the idea of embarking upon a policy of exchange depreciation was 
repugnant in many countries that had not forgotten the ravages of acute 
inflation and the accompanying exchange depreciation of the years 
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following World War I. The fact that exchange depreciation in the 
depths of world depression was quite different from the inflationary 
depreciation experiences of 1921-1925 did not alter popular distrust. 
Moreover, there was justifiable suspicion that depreciation of the foreign 
value of their currencies would be ineffective in halting the flight of 
capital induced by the general loss of confidence. 

It is not surprising, therefore, that some countries rejected both defla- 
tion and exchange depreciation and sought relief for their troubles by 
bringing pressure to bear upon the transactions that were to blame for 
the adverse balance of payments. Such control naturally was aimed first 
at shutting off the flight of capital, which was such a powerful and 
demoralizing force in the exchange markets. 

Control over capital exports. In order to prevent capital exports from 
a country, two things must be accomplished. First, residents of the country 
must not be permitted to purchase foreign exchange for the purpose of 
acquiring and holding foreign securities or foreign funds not needed to 
pay for current imports. Secondly, foreign holders of domestic funds 
must not be allowed to withdraw them by selling drafts against them to 
others wishing to purchase goods from the exchange control country. 
To make the control effective, all dealings in foreign exchange must be 
brought under regulation. All exporters possessing foreign bills of ex- 
change are required to sell these bills to the control agency at a set or 
official price, and the export of gold and currency is banned. Purchases 
of foreign exchange must be made from the official control agency and 
are restricted to noncapital transactions. To prevent the development of 
"black markets,” where exporters dispose of their foreign bills at prices 
above the official rate to persons wishing to export capital, rigid controls 
are required, but even so some evasion is almost certain to occur. 

To avoid the withdrawal of foreign-owned funds, it is necessary to 
"block” the bank deposit accounts of foreign ownership. The blocking of 
accounts simply means that funds within the control country belonging 
to persons living abroad may not be used to pay for exports from that 
country. Were this policy not adopted, capital might leave the country in 
the guise of exported goods, and the proceeds from current exports would 
then be “unrequited,” or not available to pay for the necessary imports. 
Moreover, to prevent pressure on the exchanges arising from the pay- 
ment of interest and principle on foreign debts, such claims must also 
be placed in blocked accounts. 

The goal sought in the establishment of blocked accounts includes the 
removal of the immediate threat to the rate of exchange arising from 
attempts to transfer such funds out of the country. The earliest outstand- 
ing example of blocked currencies was the German Standstill Agreements 
of 1931. The financial crises of that year swept over Europe and created 
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great fear for the stability of currencies. Because, at that time, German 
banks and other debtors owed short-term debts to foreign creditors 
amounting to 5 billion marks (about $1% billion), it became necessary for 
the German Government to declare a debt moratorium and to impose 
control over foreign exchange transactions. It was these debts which were 
first blocked under the Standstill Agreements. 

A number of other countries followed Germany's example in blocking 
foreign-owned funds within their borders. But it was not until the out- 
break of war in 1939 that exchange control and blocked accounts became 
commonplace. The end of the war saw no relaxation of exchange controls. 
Instead, blocking of old debts became even more urgent, for huge addi- 
tional debts were accumulated because of the war. Only by continuing 
to block foreign-owned balances could countries be certain that the pro- 
ceeds from current exports would be available to pay for current needed 
imports. 

Exchange controls with overvalued currencies. The blocking of 
foreign-held balances and a strict avoidance of capital export should, on 
the face of things, greatly simplify the balance-of-payments problems of 
a country. With the threat of capital movements out of the way, it should 
be relatively easy for the country to achieve a balance between current 
imports and exports. Unfortunately this does not necessarily prove true. 
First, the suspension of service on foreign debts places an almost insur- 
mountable barrier in the way of new loans from abroad. This closes the 
door to one possible source of relief from the original difficulties of the 
adverse balance of payments. Secondly, exchange control of this sort 
necessarily involves the maintenance of an official rate at which foreign 
bills of exchange may be bought and sold. So long as the official rate is 
the same as the equilibrium rate of exchange, which permits a balance 
between current noncapital import and export items, no trouble need 
arise. But even though the official rate of exchange is the equilibrium rate 
when first established, it is unlikely to remain so for any very long period. 
There are a number of reasons for this condition. First, for example, 
during the depression of the 1930's the fixed exchange value ( in terms of 
gold) of the German mark came to be overvalued because German prices 
and employment were stimulated by domestic expansion measures, 
whereas in the gold-currency countries prices continued to fall. Thus 
German prices became relatively too high to justify the official foreign 
exchange value of the mark. The mark also became overvalued in relation 
to the Sterling Area currencies, and later the United States dollar, as 
those currencies were depreciated. The currencies of the European Gold 
Bloc countries suffered a similar fate previous to their eventual devaluation. 

Secondly, and even more significant, is the fact that established official 
exchange rates often become overvalued rates as a result of the upheavals 
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of war. These upheavals cause unequal degrees of price and cost inflation 
in the different countries of the world. Those countries whose price and 
cost levels increased substantially more than those of other areas found 
that the old official rates of exchange tended to overvalue their currencies. 
Furthermore, war not only causes unequal changes in price levels of the 
countries involved, but also to a varying degree, destroys markets, dis- 
sipates foreign investments, creates new debts, and exhausts natural 
resources. After such changes, a rate of exchange that would provide an 
equilibrium in a country’s balance of payments would almost certainly 
differ substantially from the prewar rate. It was the dislocations arising 
out of the war that made the postwar official exchange value of the 
British pound and other European currencies too high in terms of the 
United States dollar and ultimately resulted in an adjustment downward 
through devaluation. 

It follows, therefore, that an official rate of exchange, though correct 
at the start, may often overvalue the domestic currency at a later date. 
Then, exports languish while imports are stimulated and the balance of 
payments is again upset. It becomes necessary to extend control to the 
items of current trade. “Unnecessary” imports must be discouraged by 
quotas, by tariffs, or by refusing to sell foreign exchange to unlicensed 
importers. Bureaucratic interference with normal trade becomes burden- 
some and uneconomical, with undesirable results on the domestic 
economy . 1 

Bilateral clearing agreements. Whenever officially established ex- 
change rates result in overvaluation of a currency, imports tend to exceed 
exports and an adverse balance of payments results. Difficulties arise in 
finding sufficient foreign exchange to pay for imported food and raw 
materials necessary for the country’s existence. At the same time other 
countries that normally depend upon the exchange control country as a 
market for their exports are loath to see the market disappear. A partial 
solution to this problem is often sought in the making of bilateral trade 
and clearing agreements. 

Under the bilateral trade agreement, the exchange control country 
agrees to purchase from the other countries provided they will accept 
payment in blocked currency accounts or credits. These blocked funds 
may be used only for the purchase of certain materials that the exchange 
control country is prepared to export. As more and more countries estab- 
lished exchange control mechanisms during and after the war, such 
bilateral agreements were commonly made between each separate pair 
of countries and came to dominate world trade. 

1 For an able discussion of the problem of exchange control, see Howard S. Ellis, 
Exchange Control in Central Europe (Cambridge, Mass.: Harvard University Press, 
1941 ). 
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Each country entering such a bilateral agreement eventually possesses 
a limited captive market. Proceeds from sales in these markets accumu- 
late as credits in the clearing accounts. So long as trade between any 
given pair of countries is in balance, claims in the clearing accounts are 
set off against each other. 

When settlement between these two accounts is made in foreign ex- 
change, the arrangement is known as a payment agreement. When 
settlement is made solely by offsetting claims in one account against those 
in the other, it is known as a clearing agreement. Sometimes foreign ex- 
change is not available for settlements, nor are additional balances per- 
mitted to accumulate on open book accounts to await periodic balancing 
of the totals. In such a case, each individual import must be offset by an 
export of equal value. Such barter arrangements are called compensation. 
The use of the compensation method of settlement limits the choices of 
importers and exporters, since their trade involves the difficulty of the 
double coincidence of wants. The advantage consists, however, in the 
fact that compensation settlements allow some trade to continue at times 
when an unliquidated clearing balance makes further use of clearings im- 
possible. 


Exchange Depreciation 

Exchange depreciation during depression. During periods of serious 
depression three outstanding reasons arise for the practice of currency 
depreciation. First, the decline in price and income levels in the outside 
world disturbs international trade in such a way as to result in the over- 
valuation of certain currencies. Exchange depreciation in such a case is 
obviously of benefit if it corrects a pre-existing overvaluation. A second 
reason for the adoption of exchange depreciation in the 1930’s was the 
desire to embark upon an antidefiationary program by monetary and 
fiscal expansion. To accomplish this in a depressed world necessarily re- 
quired the abandonment of the old gold parities and sufficient deprecia- 
tion of the currency to correct any overvaluation that such expansionary 
efforts might cause by the relative increase in domestic income and prices. 
In other words, depreciation of a country’s currency permitted internal 
recovery measures. Both of these two reasons are legitimate and have a 
salutary effect upon the world economy. The avoidance of overvaluation 
enables countries to proceed with their internal expansion programs to 
the benefit of both the countries involved and their neighbors as well. A 
good example of this result is found in the experience of England and 
the rest of the Sterling Area after the abandonment of gold in September 
1931. The abandonment of gold was involuntary rather than the result of 
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conscious policy. Its results, however, in releasing the Sterling Area 
countries from the depressing effect of gold drain proved generally bene- 
ficial. Trade, particularly among the countries of the Sterling Area them- 
selves, increased substantially and provided a bright, cheerful, and 
promising outlook in an otherwise badly depressed world. 

A third and much less laudable motive for exchange depreciation was 
the desire, in the face of acute depression, to undervalue the currency 
to a point at which exports would expand and imports shrink s uffi ciently 
to create a favorable balance of payments. The reason for this desire stems 
from the well-recognized fact that a favorable balance of payments 
stimulates domestic employment. It is obvious that if exports can be 
increased and imports reduced, there will be more employment at home. 
Or, to use a somewhat more sophisticated analysis, a favorable balance, 
if achieved, injects into the domestic income flow an amount of funds 
equal to the favorable excess. This occurs whether gold and other ac- 
ceptable forms of funds are “shipped in” in payment or the excess is 
financed by the extension of credit. The increase in income so generated 
is subject to the well-known multiplier effect. It is not surprising, then, 
that individual countries have frequently sought to benefit themselves 
by undervaluing their currencies. To be sure, undervaluation by one 
country tends to make other countries' currencies overvalued, so that the 
policy of undervaluation through exchange depreciation came to be 
known as a beggar-my-neighbor policy , or exporting unemployment. 
Little wonder that exchange depreciation invited retaliation, and that 
in the 1930's competitive exchange depreciation became commonplace. 

Exchange depreciation with full employment. During the depression 
years of the 1930's, the purpose behind exchange depreciation was mainly 
the attempt to promote domestic employment and higher internal prices 
through the stimulating effect of expanding exports. However, in Sep- 
tember 1949, the exchange value of the British pound was reduced from 
$4.03 to $2.80, a devaluation of 30.5 per cent. Twenty-nine other countries, 
including most of those in Western Europe and the Sterling Area, fol- 
lowed with devaluations that varied from 30.5 per cent downward. This 
wholesale devaluation was for reasons entirely different from those of 
the 1930's. Although the 1949 devaluations were designed to improve the 
balance of payments by expanding exports to the West, notably the 
United States, the purpose was not to stimulate domestic employment 
and prices. Employment in Britain, for example, stood at a high level, and 
high prices rather than low were the order of the day. The real purpose of 
the depreciation of the pound was to encourage a diversion of a larger 
fraction of British industrial output away from domestic consumption 
and export to other “soft currency” countries and toward the Western 
Hemisphere. Only thus could Britain and the other devaluing countries 
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hope to be able to pay their own way by expanding exports sufficiently 
to pay for necessary imports, which at that time were partially paid for 
by United States economic assistance. 


Questions for Study 


1. When the British Equalization Account was operating during the 1930’s, 
what was its primary purpose? Why was it needed? 

2 . What is meant by capital flight? Can it be readily offset in a country’s bal- 
ance by an increase in merchandise exports? 

3. Contrast the methods used by the British Equalization Account and by 
Germany in dealing with capital flight. 

4. Why, in 1931-1939, were countries often faced with a choice between cur- 
rency depreciation and exchange controls? Why did Germany choose the 
latter? 

5. What are the results of exchange depreciation upon a country’s exports? 
Is it an acceptable method for attempting to expand exports and thus in- 
crease domestic employment? In what cases is it a proper step? 

6. Why do bilateral trading agreements normally accompany exchange con- 
trols? 

7. Under what circumstances might undervaluation, deliberately adopted, im- 
prove domestic employment? When is it likely to fail? Would a small coun- 
try have a better chance of being benefited by devaluation than a large one? 

8. Why did Britain and Western European countries devalue their currencies 
in 1949? 



chapter thirty-four 


THE PROBLEMS OF CURRENCY 
STABILIZATION, INTERNATIONAL 
EQUILIBRIUM, AND CONVERTIBILITY 
AFTER WORLD WAR II 


Domestic Currency Stabilization 

The unequal inflation of prices, 1939-1948. During World War II, 
currency inflation followed the usual wartime pattern. Because of the 
difficulty involved in making revenues rise as fast as expenditures, govern- 
ments were compelled to borrow vast sums. Part of the borrowing was 
from the commercial and the central banks and resulted in a rising 
quantity of bank deposit and note currency. The currencies of countries 
that were occupied by enemy forces were further disorganized by the 
addition of occupation currencies, whose issue bore little relation to the 
currency needs of the country concerned. The rigid price controls com- 
monly used during the war aided in preventing prices from rising as they 
would have risen had controls been absent, yet black market prices rose 
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to fantastic heights, reflecting both a scarcity of goods in the legal markets 
and the superabundance of currency. 

Some measure of the inflation during World War II can be obtained 
from the official wholesale price indexes of various countries shown in 
Table 34.1. These index numbers fail to indicate accurately the true extent 
of the increases in prices, since they represent the “official” prices and do 
not allow for black market price changes. 

Postwar inflation. After World War II many governments seemed 
unable to bring their budgets into balance, and the resulting deficits 
brought continued inflationary pressure on the price levels. With the 
gradual breakdown or removal of rationing and price controls, the cur- 
rency expansion of the war years burst from the restraints that had held 
it in check. It was little wonder, then, that acute inflation reappeared in 
the war-torn countries of Europe. Even the United States, which brought 
its budget into balance and reduced its government debt, did not escape 
the inflation movement. Private spending of wartime savings and new 
bank borrowings by business and consumers swelled the spending stream 
faster than output could be increased. In this respect the inflationary 
consequences of World War II closely resembled those which followed 
the. First World War. 

The evil consequences of hyperinflation, as it has sometimes been 
called, are of course well-known. Speculation becomes a more absorbing 


Table 34.1 

Official Wholesale Prices in Warring Countries * 





United 



The 


U.S, 

Canada 

King - 

France 

Japan 

Nether - 




dom 



lands 

1939 

100 

100 

100 

100 

100 

100 

1940 

102 

110 

133 

132 

111 

124 

1941 

113 

120 

148 

162 

118 

142 

1942 

128 

128 

154 

191 

127 

149 

1943 

133 

133 

158 

222 

134 

152 

1944 

135 

137 

161 

252 

150 

156 

1945 

137 

138 

164 

357 

198 

172 

1946 

157 

145 

170 

617 

1,031 

239 

1947 

197 

172 

186 

941 

3,292 

258 

1948 

214 

204 

212 

1,630 

8,973 

267 

1949 

203 

208 

226 

1,825 

14,626 

277 

1950 

211 

222 

254 

1,972 

17,228 

312 

1951 

236 

253 

309 

2,526 

24,047 

382 

1952 

230 

236 

315 

2,640 

24,406 

373 

1953 

224 

232 

315 

2,526 

24,585 

357 

1954 

224 

228 

318 

2,477 

24,406 

363 


* Yearly averages of prices computed from data appearing in the Federal Reserve 
Bulletin. 
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interest than production. Important groups within the economy are im- 
poverished and others are unfairly enriched. Moreover, the inflation, 
when once under way, tends to become self-perpetuating because of the 
mounting difficulties of achieving a balanced governmental budget 
through adequate taxation. 

The nature of the problem of internal stabilization. After World 
War II, the problem of internal price and currency stabilization was 
acute. The problem was made worse by the prolonged occupation of 
many countries and the accompanying expansion of the currency. Further- 
more, there arose a wide discrepancy between controlled official prices 
and prices in the black market. Controlled wages, tied to a level in 
harmony with controlled commodity prices, failed miserably to provide 
adequate incentives for work when fantastically high black market prices 
diverted much of the available supply of goods away from the legal 
markets. In Germany, barter transactions took the place of trade involving 
the use of reichmarks and, by the spring of 1947, one-half of all com- 
merce in the Anglo-American zone was reported to be on a barter basis. 1 

Steps toward monetary reform. The attempts to reform the cur- 
rencies after World War II generally involved two steps. First came the 
blocking of existing cash and deposits of the public so as to take them 
from the actual or potential spending stream. The second step involved 
the disposition of the blocked funds. The second step was more difficult 
than the first, for it involved the determination of how much cash should 
be released to care for legitimate business requirements at the level of 
prices sought to be maintained. The release of too much purchasing power 
would nullify the anti-inflationary effects; too little would create eco- 
nomic deflation and unemployment. 

The blocking process involved: (1) fixing a date before which all 
currencies to be blocked were to be deposited; (2) invalidating all 
currency not deposited by the stated deadline; and ( 3 ) blocking all bank 
deposits. After the blocking operation was completed, limited amounts of 
new currency and a fraction of the blocked deposits were released. Gen- 
erally, in Western Europe, holders of old currency and deposits received 
in exchange claims upon an equal amount of the new. However, only a 
part of the new currency was made immediately available. The remainder 
was withheld in order to reduce the supply of outstanding purchasing 
power to the desired level. The release of blocked funds was carried out 
gradually, but generally a part was blocked permanently and earmarked 
for some form of special taxation or conversion into government securities. 

Among the many currency reforms, the one instituted by the military 


i Cf. Fred H. Klopstock, “Monetary Reform in Western Germany,” Journal of 
Political Economy , August 1949, pp. 277-294. 
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governments in Western Germany deserves special notice. The purpose 
was to reduce the currency supply to proportions appropriate for the 
transactions needs of the area, with prices at their official level. Conse- 
quently, on June 26, 1948, all old or existing money became invalid, bank 
deposits were blocked, and the old marks were made convertible into 
new marks at the ratio of 10 old marks for 1 new mark. One-half of the 
new marks were made available for immediate use. The remainder were 
held back for gradual release as monetary requirements increased. A 
second purpose behind the German currency reform was to eliminate the 
black market profit, and the effects upon the economy of Western Ger- 
many were gratifying. Production for sale in regular markets again 
became profitable, and incentives to productive effort were markedly 
increased. In other countries suffering from excessive supplies of money 
at the war s end, instead of a reduction of the money supply to a level 
matching the controlled price level, prices were released from control 
and rose to match the money supply. 


The Problem of Restoring Multilateral Trade 

The breakdown of normal international trade which began during the 
depression years of the 1930’s was accentuated by the outbreak of war, 
for the war not only caused a breach in the trade relations with enemy 
countries but also caused trade among allies to assume new forms and 
to take new directions. Consequently, the postwar period found inter- 
national trade in a state of unparalleled confusion and dislocation. This 
situation was most unfortunate. Political reconstruction and stability 
depended largely upon the economic recovery of war-devastated coun- 
tries. Economic recovery, in turn, called for both internal currency sta- 
bility and a revival of a healthy international trade. 

In general, countries obtain the maximum benefit from trade that is 
multilateral in nature, since only through such trade can the advantages 
of international specialization be best realized. Multilateral trade, unlike 
narrow bilateralism, enables a country to sell in the best (highest-priced) 
foreign markets and buy in the best (cheapest) markets. It does not 
require trade between each pair of countries to be equal. Instead, multi- 
lateral trade, functioning properly, merely requires that combined exports 
of one country to the outside world shall equal its combined imports. The 
advantages of multilateral trade of this sort can be readily appreciated 
if one looks at the trade of individuals in the domestic market. Normally 
an individual need not concern himself about attempting to equalize the 
amount of his purchases from, and sales to, another individual. Such 
action, indeed, would constitute an abandonment of the benefits of the 
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use of money and a retreat to simple barter. So great are the gains from 
the use of money that barter will be used only when:, (1) the money 
system has collapsed (perhaps because of extreme inflation); or (2) 
economic dislocations prevent the individual from finding for his products 
purchasers able to offer adequate money payments. 

The requirements for multilateralism. Multilateral trade can be suc- 
cessful only if: (1) each party’s balance of payments is in substantial 
equilibrium; and (2) each party possesses or has access to an adequate 
amount of generally acceptable currency with which to meet seasonal-, 
irregular-, or emergency-payment needs. This is true in both domestic 
and international trade. Domestic trade requires enough domestic cur- 
rency to enable the public to withstand the irregularities of incomes and 
expenditures and to carry on normal economic operations. Foreign trade 
requires an ample supply of internationally acceptable currency. Each 
country must have access to such currency in amounts adequate to meet 
the seasonal and cyclical irregularities in its balance of payments. Such 
currency may be called international currency reserves. These reserves 
consist of internationally acceptable currencies of which a country may 
freely dispose to meet an adverse balance of payments. They include 
excess gold reserves of central banks, gold held by stabilization funds, 
and foreign currencies that are acceptable in other countries in settlement 
of foreign trade balances. Under the gold standard, settlements for multi- 
lateral trade could be made by shipping gold or by drafts on balances 
carried in gold-standard countries. Since 1931, the Sterling Area countries 
have accepted pound sterling from each other in settlement of trade bal- 
ances. Today, countries able to acquire adequate amounts of gold or 
American dollars possess a highly acceptable form of international cur- 
rency reserves. 

The breakdown of multilateral trade. In the 1930’s, multilateral trade 
broke down because of balance-of-payments difficulties arising from the 
Depression. To solve the problem of adverse trade balances, some coun- 
tries attempted to obtain necessary imports by barter or bilateral trade. 
After World War II, similar difficulties stood in the way of a restoration 
of multilateral trade. Many countries found it impossible to produce and 
sell abroad, for internationally acceptable currencies, enough goods to 
pay for their desired imports. In other words, their currencies were “over- 
valued.” This difficulty was especially apparent in connection with the 
shortage of dollars and other “hard currencies.” Actually, hard currencies, 
especially dollars and gold convertible into dollars, constituted the only 
generally acceptable international currency of the postwar period. The 
continuation of bilateral trading during this period largely reflected this 
dollar shortage. 

The consequences of war on the balance of payments. Countries at 
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war, anxious to muster their maximum economic forces, tend to restrict 
their commercial exports and expand their imports. Belligerents must pay 
for their excess of imports by exporting gold, liquidating readily saleable 
foreign securities, and borrowing abroad. Because the United States 
entered the war with ample unused resources and high excess gold re- 
serves, it was able to meet its needs with but a modest adverse balance 
of payments and gold losses. Most belligerents, however, experienced a 
considerably higher degree of inflation than did the United States and 
Canada as is shown in Table 34.1. Therefore they required elaborate 
systems of exchange controls in order to maintain exchange rates at their 
overvalued level and to cope with their resulting balance-of-payments 
problems. In addition to the greater degree of inflation suffered by many 
countries, the balance-of-payments problems arising from the loss of 
prewar markets, the devastation of war with its reduction of productive 
capacity, and the loss of foreign investments were even more difficult. 

The British balance-of-payments problem. A good example of the 
postwar balance-of-payments problem is provided by Britain. During 
the war, lend-lease arrangements enabled her to acquire supplies from 
the United States without the necessity of providing equivalent exports. 
Thus she was able to divert a maximum part of her resources and effort 
directly to war purposes. This policy caused such a decline in exports that 
by 1944 their volume had fallen to 30 per cent of the 1938 level. The 
sudden end of the war in 1945, and with it the termination of lend-lease, 
found Britain with current exports greatly reduced from their prewar 
level at a time when she had an urgent need for normal imports of raw 
materials and food. The situation was made worse by the sharp reduction 
in earnings from overseas investments, from shipping, and from other 
services normally sold to foreign countries in the prewar period. 

The change in Britain's balance-of-payments position is clearly re- 
vealed by the comparison between the years 1938 and 1947, which is 
given in Table 34.2, 

The 1947 deficit of 675 million pounds was entirely owed to the West- 
ern Hemisphere and was payable in hard currencies, mainly United 
States and Canadian dollars. Expressed in dollars, it amounted to $2.7 
billion. 


Possible Solutions to the Postwar 
Balance-of-Payments Problems 

The balance-of-payments problem of Britain, and other countries as 
well, had to be solved before necessary economic expansion and recovery 
could be properly realized. In some manner or other, debit and credit 
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Table 34.2 


British Balance of Payments on Current Accounts * 
(In millions of pounds) 



1938 

1947 

Trade: 

Imports (f.o.b.) 

835 

1,574 

Exports and re-exports (f.o.b.) 

533 

1,125 

Adverse trade balance 

302 

449 

" Invisibles” : 

Government expenditure overseas 

16 

211 

Net income from investments 

175 

51 

Net income from shipping 

20 

17 

Net income from other items 

53 

- 83 

Income or loss ( — ) on invisibles 

"232 

- 226 

Over-all deficit 

70 

675 


* Labor and Industry in Britain , A Quarterly Review , British Information Services, 
March 1948. 


items had to be brought into balance. There were a number of ways of 
attacking the problem. 

Monetary restraint an inappropriate remedy. One rather obvious ap- 
proach to the problem of correcting an adverse balance of payments is 
to deflate the price level by reduction in the money supply. This method, 
used in Western Germany as a part of the currency reform of 1948, was 
possible and desirable because the money supply was reduced only to 
a level appropriate for the official or controlled level of prices. This 
helped eliminate the black market. However, as a solution for severe 
disequilibrium in a country’s balance of payments, it is generally not 
acceptable. Severe domestic price deflation in such a case will seriously 
depress economic activity and prevent the badly needed rehabilitation of 
productive capacity. 

Exchange depreciation as an inappropriate method at the end of the 
war. Western European countries, with serious balance-of-payments 
deficits with the Western Hemisphere, would have found exchange 
depreciation (a reduction in the value of their currencies in terms of 
dollars) a more desirable remedy than monetary and price deflation as 
a means for correcting overvaluation. But even this remedy was not ap- 
propriate at this time. First, neither deflation nor exchange depreciation 
could have provided an effective or desirable remedy for the balance- 
of-payments problem. This was a time of world-wide shortages in com- 
modities. The limiting factor on the expansion of exports by Western 
Europe was not that their export prices were too high, but rather that 
raw material supplies and production facilities were inadequate. There- 
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fore until enough time had elapsed to increase productive capacity, 
neither deflation nor depreciation would have brought an improvement 
in export earnings. Instead the corrective effect would have been con- 
centrated upon a decrease in imports. But without imports, especially 
those of critical importance, economic rehabilitation of Western Europe 
could not take place. 

Exchange control and bilateral trade agreements. The crux of the 
postwar balance-of-payments problem lay in the adverse balance of 
Britain, other Sterling Area countries, and Western Europe generally, 
with the Western Hemisphere. The United States, Canada, and Latin 
America could provide an abundant supply of goods badly wanted by the 
rest of the industrialized world, but they were unable or unwilling to 
import amounts sufficient to provide adequate amounts of dollars and 
other hard currencies. Consequently, for the first decade after the war 
there existed what seemed to be a chronic shortage of dollars. In other 
words, the balance of payments problem was to a very considerable 
degree one of dollar scarcity. One solution was to seek imports from 
countries that did not require payments in dollars. To accomplish this, 
Britain negotiated numerous bilateral trade agreements with countries 
both inside and outside the Sterling Area, whereby certain amounts of 
raw materials and foodstuffs would be provided in return for certain 
British exports. Britain’s power to make such agreements on favorable 
terms lay in the importance of British markets for the exporters of many 
raw material countries. Such a solution to the balance of payments prob- 
lem was, of course, a step away from international multilateral trade and 
was doubtless inferior to a working system of multilateralism. But it was 
justified on the grounds that it provided trade that would not otherwise 
have existed at all . 2 American traders, of course, objected to such bilateral 
trading agreements because they tended to reduce foreign purchases 
from United States sources. 

Britain was by no means the only country that made use of exchange 
controls and bilateral trading agreements to meet its payment problems. 
Virtually all countries of Western Europe and those of South America 
as well attempted to develop favorable outlets for their exports and to 
obtain, in turn, badly needed imports through bilateral trading with each 
other. In all cases the basic goal was to obtain the maximum quantity of 
necessary imports. But disadvantages appeared, especially on the 
European Continent, where the natural flow of trade between countries 


2 For a good treatment of the purpose and nature of postwar bilateralism, see Judd 
Polk and Gardner Patterson, “The Emerging Pattern of Bilateralism/' Quarterly Jour- 
nal of Economics , November 1947. See also United Nations, A Survey of the Eco- 
nomic Situation and Prospects of Europe , Department of Economic Affairs ( Geneva: 
1948). 
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was not bilateral but multilateral in nature. Countries found themselves 
unable or unwilling to continue exporting to their neighbors while accept- 
ing blocked clearing balances in payment when those particular neighbors 
were unable to supply the desired imports. In the end trade among 
countries fell to very low levels, with adverse consequences to economic 
rehabilitation and development. 

Loans and grants. Finally, there was an additional method for meet- 
ing the postwar problem of international disequilibrium that was actually 
used. This involved introducing loans and grants-in-aid on the credit side 
of the balance of payments of the countries concerned. Clearly, loans and 
unilateral transfers (grants) by the United States and Canada provided 
a timely and most fortunate short-run solution to the postwar problems 
of countries unable, through exports, to earn enough dollars to purchase 
the imports needed for their economic rehabilitation and recovery. This 
aid enabled the receivers to obtain a vast quantity of American goods 
with which to repair the ravages of war. These goods would otherwise 
not have been obtainable either through bilateral trading or multilateral 
trade. As a result production and export capacity was so restored as to 
lift income far above prewar standards and, by 1958, enabled Western 
Europe to abandon exchange controls and to restore multilateral trade 
with freely convertible currencies. 

The extent of United States Governmental grants-in-aid and credits to 
foreign countries between 1945 and 1961 is shown in Table 34.3. 

Table 34.3 

United States Governmental Credits and Grants-in-Aid to 
Foreign Countries, July 1, 1945-December 31, 1962 * 

(In billions of dollars) 


Types of Assistance 



Military 

Nonmilitary 

Total 

Grants-in-aid 

$30.1 

$38.2 

$68.3 

Net credits 


16.3 

16.3 


Total mili- $30.1 

Total non- $54.5 Total 

$84.6 


tary assist- military Assistance 

ance aid 


* Source: Survey of Current Business , U.S. Department of Commerce, October 
1954, p. 9; April 1956, pp. 11-12; July 1963, p. 28. 


Except for the military aid, our assistance program was established 
to provide humanitarian relief and to promote improvement in foreign 
economic and political conditions. Starving, impoverished populations 
required assistance to remain alive. In addition, enlightened self-interest 
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dictated the granting of aid for the economic recovery of Europe and 
the assisting in the economic development of other areas of the world. 
Not only did the United States stand to gain from trade with a world 
restored to economic health, but also such a world promised to be a 
stouter bulwark against expanding communism. The basic soundness 
and effectiveness of our contribution of economic and military aid to 
the free world has been demonstrated by the recovery of economic health 
and independence in Western Europe. 

Postwar loans and grants-in-aid, though contributing greatly to the 
solution of the balance-of-payments problems arising out of the war, 
were not enough in themselves to restore fundamental equilibrium in 
the face of the serious overvaluation of currencies. The need still remained 
for appropriate exchange rate adjustments. 


Questions for Study 


1. After World War II some countries reformed their currencies by blocking 
and cancelling off a large fraction of the total supply. What did this do to 
black market prices? How did it affect workers’ incentives? 

2. Other countries made no attempt to reduce the volume of money after 
World War II but abandoned price controls. What were the results? 

3. What is multilateral trade? Why is it superior to bilateral trading? 

4. What were the basic requirements for the restoration of multilateral trade 
after its breakdown during the Great Depression of the 1930’s and World 
War II? 

5. Why did most countries of Europe find their currencies overvalued at the 
end of the war? 

6. A number of possible actions might have been taken immediately after the 
war to restore equilibrium by correcting overvaluation of currencies. Why 
were they rejected before 1949? 

7. What significant contributions did American loans and grants-in-aid make 
to the ultimate restoration of equilibrium? 



chapter thirty-five 


THE RESTORATION 
OF CURRENCY CONVERTIBILITY 


Currency Convertibility 

Free interconvertibility of currencies provides a necessary environment 
for obtaining the greatest benefit from multilateral trade. Only when 
such convertibility exists can traders sell freely in one country and buy 
in another without concern about the transferability of funds. Conse- 
quently the problem of restoring free convertibility of currencies is of 
vital importance. 

To most people currency convertibility means the restoration of the 
gold standard with the right to convert currency into gold at a fixed price 
and to export the gold to other countries. However, free gold converti- 
bility is not the only type of convertibility that may be used to promote a 
return to multilateral trade. For example, the British pound, from Sep- 
tember 1931 down to the beginning of World War II, was freely con- 
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vertible into other currencies in the exchange market. Although sterling 
was not convertible into gold, its holders were free to sell pounds at any 
time and at any price in exchange for other currencies. This privilege 
applied both to foreign owners of pound balances and to the British 
public at home. This type of convertibility, permitting sale at varying 
prices in terms of other currencies, eliminates official rates of exchange 
and exchange controls, and restores free market convertibility at flexible 
rates. 


The Correction of Postwar Overvaluation 

Before multilateral trade with freely convertible currencies could be 
achieved, it was necessary not only to rehabilitate the war-torn economies 
of Western Europe but also to correct the overvaluation of its currencies 
in relation to the dollar area. Although overvaluation was concealed 
during the immediate postwar years by the general shortages in world 
commodities, it began to be a significant factor a little later as relative 
prices, computed at existing controlled exchange rates, became important 
in determining a country’s ability to export. As production expanded 
in the postwar world and brought an end to the sellers’ market, it became 
increasingly difficult for the soft (overvalued) currency countries to sell 
their products in the dollar area markets. American loans and grants-in- 
aid enabled them to obtain vast quantities of imports, highly necessary 
for postwar rehabilitation, that could not have been purchased and paid 
for with exports alone. In spite of this aid the deficit of the Sterling Area 
and Western Europe caused continued drains upon their dollar and gold 
reserves. Overvalued currencies, therefore, required correction both to 
check international currency losses and to strengthen their foreign ex- 
change position against the time when foreign aid would end. Conse- 
quently, in September 1949, Britain reduced the exchange value of the 
pound from approximately $4 to $2.80. Other Sterling Area countries 
and the countries of Western Europe also devalued their currencies in 
terms of dollars. 

Objections to the devaluation of 1949. The effectiveness of the de- 
valuation of 1949 in helping to restore equilibrium in the balance of 
payments of the countries practicing it has been much disputed, At 
least four objections have been raised. First, it is argued that foreign 
demand for European goods is inelastic in relation to price changes, 
while the European demand for imports, largely foodstuffs and industrial 
raw materials, is likewise inelastic, Therefore it is hopeless to attempt 
to improve the balance of payments by exchange depreciation which 
cheapens exports and increases the cost of imports. Exchange depreciation 
with inelastic demand, it is assumed, would result in a fall in the total 
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value of exports and a rise in the total value of imports. Some early 
statistical studies of the response of United States imports to relative 
price level changes during the 1930’s tended to support the contention 
that our imports respond mainly to changes in U.S. industrial production 
and little, if any, to changes in the foreign prices of importable goods 
in relation to United States prices. Later studies, however, indicate that 
although changes in industrial production explain changes in the aggre- 
gate quantity of United States imports of crude and semimanufactured 
goods, mainly of the sort not domestically produced, changes in relative 
prices of manufactured goods substantially affect imports of such com- 
modities. Consequently, the devaluation of the pound and other Western 
European currencies should be credited with contributing genuine im- 
provement in the exports, mainly finished manufactures, of Britain and 
Western Europe to the United States. 1 

Secondly, against devaluation it is argued that the increased cost of 
raw materials and of imported foodstuffs will certainly generate such 
increases in industrial costs, including wages, as to defeat whatever cor- 
rective results might appear. As to this point, one can only say that this 
argument rests upon the assumption that labor will refuse to accept the 
reduction of living standards that are necessary if the country is to live 
within its income. In actual fact, weekly wages in England failed to rise 
in proportion to the devaluation of the pound during the first three years 
after the devaluation of 1949. It seems likely, therefore, that the costs 
of British exports and of domestic import substitutes did not rise enough 
to prevent some favorable results on the British balance of payments. 

Thirdly, the objection is made that even though devaluation should 
restore equilibrium in the balance of payments, a subsequent depression 
in the United States, long expected in some circles abroad, would again 
result in the overvaluation of the pound and other soft currencies and 
require still further devaluation. The decline in business activity in the 
United States in 1949 did indeed prove embarrassing to the balance-of- 
payments situation of Britain and Western Europe. Nevertheless, because 
of the well-balanced economic growth and the economic strength of those 
areas since 1949, they were able to weather subsequent United States 
recessions without trouble. 

1 For a useful study of the question, see John H. Alder, Eugene R. Schlesinger, and 
Evelyn Van Westerborg, The Pattern of United States Import Trade Since 1925 , 
Some New Index Series and Their Application (New York: Federal Reserve Bank, 
1952), Also, in support of the effectiveness of exchange depreciation as a corrective 
of adverse balances of payments, see Guy H. Orcutt, “Exchange Rate Adjustment and 
Relative Size of the Depreciating Bloc,” Revieto of Economics and Statistics , Febru- 
ary 1955, and Arnold A. Harberger, “Some Evidence on the International Price 
Mechanism,” Review of Economics and Statistics , Supplement, February 1958. For 
strong arg ument against the devaluation of the British pound in 1949 see Roy F. 
Harrod, The Pound Sterling , Essays in International Finance (Princeton, N.J.: Febru- 
ary 1952). 



560 


INTERNATIONAL MONETARY RELATIONSHIPS 


Finally, it is contended by the more enthusiastic advocates of govern- 
ment planning of economic affairs that a balance of payments brought into 
equilibrium by exchange depreciation is intolerable because it involves 
a worsening of the terms of trade against countries trading with the 
United States. Therefore discriminatory controls to direct British trade 
toward less efficient areas would bring more favorable results. 2 

Favorable results of devaluation. Such evidence as we have suggests 
that devaluation did in fact help to reduce the pressure upon the balance 
of payments with the dollar area. Certainly it offered a bonus to British 
and Western European traders to cultivate and invade the American 
markets. Certainly it offered a real incentive to search for satisfactory 
imports from other soft currency areas to replace the more costly imports 
from the Western Hemisphere. In fact, since the devaluation in 1949, 
the Sterling Area gold and dollar reserves have shown a substantial 
improvement despite a sharp reduction in the receipts of foreign aid. 
To be sure, the improvement cannot be entirely credited to devaluation 
alone. The Korean War raised, for a time, the prices of many raw ma- 
terials supplied by members of the Sterling Area. Also, imports from the 
dollar area were put under more severe quantitative restriction, and 
later, central-bank credit policies were tightened with salutary effects 
upon the internal inflationary conditions within the soft currency coun- 
tries. 3 

Long-term International Capital Movements 
and Multilateral Trade: the World Bank 

A successful solution of the balance-of-payments problem of the post- 
war world does not necessarily require that the imports and exports of 

2 The difficulties confronting European countries whose technical improvements lag 
behind those of the United States are well illustrated by the analogy used by D. H. 
Robertson when he likened them to the cook who prepared meals for the gifted 
scientist, to the advantage of both. When the scientist invented a completely auto- 
matic cooker, the erstwhile cook found himself relegated to the position of bootblack 
with obvious reduction in status. When the scientist invented a “dust-repelling shoe,” 
the shoeblack is further demoted to the job of emptying trash cans. Each time, the 
new technology of the scientist reduced the importance and the value of the services 
of the man who originally had a reasonable livelihood from his job as cook. Conse- 
quently, the terms of trade had turned more and more against him. It might be better, 
therefore, for him to give up altogether the idea of trading with the scientist and 
cultivate trade with others who are technically less sophisticated. Britain in the World 
Economy (London: George Allen & Unwin, Ltd., 1954), pp. 58-59. 

3 Cf. June Flanders, “Effects of Devaluation on Exports— A Case Study, United 
Kingdom, 1949-1954,” Bulletin of the Oxford University Institute of Statistics , Vol. 
XXV, No. 3 (Oxford: Basil Blackwell, 1963). This study reveals the difficulties of 
separating the effects of devaluation from those of other economic events. It con- 
cludes that probably devaluation did not accomplish much in the way of improving 
Britain s export position. On the other hand it softened the blow somewhat of the 
improving power of other countries in the world's export markets. 
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individual countries be equal. On the contrary, international multilateral 
trade has always been carried on with the aid of long-term capital move- 
ments between countries. Capital-hungry areas borrow as a matter of 
course from countries blessed with an abundance of productive and 
lending power. In the past the bulk of the peacetime capital transfers 
have been carried out by private financial agencies. But the restoration 
of an adequate level of international investment through private channels 
seemed unlikely in the face of postwar conditions. Credit risks of loans 
to foreign firms and governments in many instances are impossibly high 
for private lenders to assume. These risks grow out of the uncertainties 
of economic prospects of foreign borrowers in the postwar world and the 
added threat that balance-of-payments difficulties in the borrowing coun- 
try may lead to the imposition of exchange controls and the blocking 
of both principal and interest payments. 

The International Bank for Reconstruction and Development. In an- 
ticipation of the probabilities that private international investment would 
prove inadequate for the needs of the postwar world, provision was made 
under the Bretton Woods Agreements of 1944 for the establishment of 
the International Bank for Reconstruction and Development. The pur- 
poses of the Bank are to promote the international flow of long-term 
capital, to encourage an expansion of world trade, and to assist in the 
maintenance of equilibrium in the balance of payments of member 
countries. Unlike the postwar intergovernmental grants and loans, which 
are based upon the necessities of current circumstances rather than on 
the prospects of repayment, the loans of the International Bank are 
intended to be made on a sound basis with reasonable certainty of repay- 
ment. In each case the Bank must be satisfied that the over-all effect 
of a loan, combined with the resources and efforts of the borrowing 
country, will be to improve the economic position of the country suffi- 
ciently to give reasonable assurance that the money needed for repay- 
ment will be available. 

In 1963 there were ninety-three countries who were members of the 
World Bank organization. To become members, countries must belong 
to the International Monetary Fund and subscribe to a certain minimum 
number of shares of the Banks capital stock. The Bank's subscribed 
capital on this date was $20.8 billion, of which about 10 per cent was 
paid in. Payments on subscribed capital are made in gold, in currency 
of the member country, and in noninterest-bearing nonnegotiable demand 
notes. The unpaid capital subscription of 90 per cent is subject to call 
by the Bank should additional funds be required to meet the obligations 
of the Bank for funds borrowed by it or on loans which it has guaranteed. 

The Bank's loan funds are derived from the following sources: 


1. The paid-in capital of $2 billion 
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2, Currencies borrowed by the Bank in the money markets of member 
countries whose funds are wanted by borrowing members 

3. Accumulated net profits of the Bank 

The Bank may assist members needing loans of foreign currencies 
in three ways: (1) it may lend the currency needed by the borrower 
directly out of the loan fund described above; (2) it may issue the Banks 
own bonds in the money markets of the country whose currency is 
desired and lend the proceeds; or (3) it may assist by guaranteeing the 
borrower's note or promise to pay in order to enable it to borrow through 
private investment channels of the country whose currency is wanted. 
In addition, private investors may actively purchase loans previously 
made by the Bank, without the additional security of the Bank's guar- 
antee. 

The total loans and guarantees made by the Bank cannot exceed the 
amount of its unimpaired subscribed capital, or about $20.8 billion. There- 
fore, buyers of the Bank’s bond issues (or issues guaranteed by the Bank) 
are given the double protection of the borrowing member's obligation, 
plus the claim against all members for their unpaid stock subscription. 
In addition, the Bank accumulates a reserve fund out of commissions of 
1 per cent per annum charged on all loans and guarantees. 

Whenever the Bank proposes to lend or aid in the lending of any 
member's currency, it must first obtain the member's permission. Further- 
more, all loans made or guaranteed by the Bank must be made directly 
to a member country's government or must be fully guaranteed by that 
government, its central bank, or some comparable and acceptable agency. 

During the postwar years the operations of the Bank have been over- 
shadowed by the magnitude of intergovernmental credits and grants 
described earlier. Nevertheless, it is playing a significant part in promot- 
ing sound international investment of a self-sustaining sort. By June 30, 
1963, the Bank had granted loans of $6,983 million of which $5,425 million 
was actually disbursed. Of this, $1,318 million had been repaid to the 
Bank, and the Bank had sold to private investors $1,605 million of its 
loans. 

In 1956, to expand the scope of its international cooperative invest- 
ment program, the World Bank sponsored the creation of an affiliate, the 
International Finance Corporation. This organization, with seventy-one 
member countries and subscribed capital of $100 million payable in gold 
or dollars, supplies venture capital to undeveloped areas. Unlike the 
loans of the World Bank, investments by the Corporation do not require 
government guarantees. It is hoped that contributions by the Corporation 
will encourage the flow of private funds into productive enterprises. 

Also, in 1961, the Bank sponsored the organization of the International 
Development Association to provide a supplementary source of develop- 
ment capital for countries whose balance-of-payments prospects do not 
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justify their incurring external debt on conventional terms. Therefore 
its loans are made on very lenient terms, repayable over a period of up 
to fifty years and free of interest. The IDA loans are made on the same 
sound credit basis, judged by domestic technical and economic standards 
applied to the borrower, as are regular World Bank loans. Its member- 
ship numbered seventy-nine in 1963. 


The Scarcity of International Currency Reserves 

In the preceding sections we have studied the problems involved in 
the search for methods by which the soft currency countries might 
achieve an equilibrium in their balance of payments without jeopardizing 
economic recovery. Until the balance-of-payments problem was success- 
fully solved, there was little merit in seeking to promote international 
trade by attempting to impose general convertibility of currencies. The 
necessary first step toward a restoration of multilateral trade must be the 
development of conditions under which the tendency toward chronic 
adverse balances of important countries is corrected. The second require- 
ment for the restoration of multilateral trade is the availability of an 
adequate supply of international currency reserves with which to meet 
balance-of-payment deficits that arise. These reserves are comprised of 
gold or any currency that is readily acceptable among countries in pay- 
ment of debt obligations. 

Under the gold standard the problem of meeting short-run balance-of- 
payment deficits was eased by the readiness with which short-term capital 
movements occurred among the world’s important money centers. Thus 
claims were often settled without the shipment of gold. After World War 
II a new agency, the International Monetary Fund, was established for 
the purpose of enabling member countries to borrow currencies from 
the Fund as needed for settling balance-of-payment deficits without 
drawing down their gold reserves to dangerously low levels. 

The International Monetary Fund. A product of the United Nations 
Conference at Bretton Woods in 1944, the International Monetary Fund 
was established on March 1, 1947. The purpose of the Fund is to permit 
stabilization of exchange rates on a freely convertible multilateral basis 
while avoiding deflation and unemployment as a means of correcting 
an adverse balance of payments. Deficits in a country’s balance of pay- 
ments may be of two kinds. First, there are those which arise out of 
seasonal and irregular needs, such as the failure of a principal export 
crop. Similar, though more persisting, are adverse balances arising from 
cyclical fluctuations at home and abroad. Assuming that a country wishes 
to avoid deflation and follow a policy of full employment, it is necessary 
that it be sufficiently fortified with disposable international currency 
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reserves to meet the adverse balances as they arise. If gold standard 
countries and countries committed to maintaining fixed exchange rates 
possess large gold reserves in excess of minimum requirements, they 
will have little trouble in meeting either seasonal or irregular adverse 
balances. Even gold losses arising from depression can be met success- 
fully, except when the depression becomes prolonged and the adverse 
balance becomes very great. But countries that lack sizeable amounts of 
surplus gold or other forms of international currency reserves must rely 
upon outside help. The International Monetary Fund can provide such 
help. In the second place, an adverse balance of payments may arise 
when a “fundamental disequilibrium” has developed that will not be 
corrected by a normal reversal of seasonal and even cyclical conditions. 
In other words, the existing exchange rate “overvalues” the currency and 
thus promotes a chronic adverse balance. Two corrections for this condi- 
tion are available. The correction necessary if exchange rates are to be 
held rigidly to the existing level is a fall in prices and internal depression. 
But such disinflation, as it is sometimes called, was looked upon as 
objectionable in a world that was able vividly to recall the devastating 
depression of the 1930’s and was anxious to restore economic health. 
Consequently, a second and more attractive method for correcting over- 
valuation, or “fundamental disequilibrium,” was provided in the provision 
for exchange depreciation under rules and conditions designed to prevent 
competitive undervaluation or depreciation. 

The composition of the International Monetary Fund. There were 
102 member countries in the Fund by December 1963. To each member 
is assigned a “quota.” This quota is important for a number of reasons. 
First, it determines the contributions that each member country must 
make to the common currency pool comprising the Fund. Secondly, it 
determines the amount that any member can draw from the Fund, since 
such withdrawals are limited to a certain fraction of a member s quota. 
Thirdly, it determines the voting power of the member. 

The total quotas of all members amounted to $15.5 billion in 1963. 
Each original member is expected to pay in gold an amount equal to 
25 per cent of its quota or to 10 per cent of its official holdings of gold 
and United States dollars, whichever is the smaller. The remainder of 
its quota is paid in its own currency. Minimum gold subscriptions for 
new members are now determined by the Board of Governors of the 
Fund. The Fund’s holdings of member currencies are carried on deposit 
with the central bank or other depositary in the respective member 
country. Members may substitute nonnegotiable, noninterest-bearing 
demand securities for currency held by the Fund in excess of current 
requirements. Other assets of the Fund, including gold, are held in 
selected depositaries. 
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The purchase of currencies from the Fund. Membership in the Fund 
entitles a country to “purchase” from the Fund the currencies of other 
members by transferring to the fund an equivalent amount of its own 
currency at the ruling par value. Thus members may increase their supply 
of foreign currencies needed to meet an adverse balance of payments 
of a temporary nature arising out of current foreign trade transactions. 
This means that within the limits governing purchases of other currencies, 
a country is protected from the necessity of paying out minimum gold 
reserves or of shrinking current imports down to the current export level 
to meet short-time inequalities in the balance of payments. Thus a buffer 
supply of international currency reserves is provided to members of the 
Fund to care for current fluctuations in the balance of payments arising 
from causes other than fundamental disequilibrium. 

During any twelve-month period, a member country may normally 
purchase foreign currencies in exchange for its own currency to an amount 
of not over 25 per cent of its quota. In addition, its total purchases are 
limited by the rule that, without special permission from the Fund, the 
Funds holdings of a given country's currency cannot exceed 200 per cent 
of its quota. Therefore, if a country has paid 25 per cent of its quota in 
gold and 75 per cent in its own currency, it can offer its own currency 
in exchange for foreign currencies to the amount of 25 per cent in any 
one year and to the total amount of 125 per cent of its quota. 

In February 1963 the Fund expanded the scope of its assistance to 
member countries by adopting a policy of “compensatory financing” to 
provide increased short-term assistance to countries producing primary 
products. In cases where such a country develops an adverse balance 
because of a bad harvest, a cyclical drop in prices of its exports, or some 
national calamity, it is assured that the Fund will provide assistance 
even though the total borrowings exceed the normal top limit of 125 
per cent of its quota. Thus the emergency loans of the Fund will not 
absorb the member's normal borrowing rights. 4 

In addition to the outright purchase of foreign currencies from the 
Fund, countries confronted by emergency pressures arising from external 
conditions (the crisis over Suez was an example) and other developments 
that bring a currency under suspicion are now often extended assistance 
in the form of stand-by arrangements. These provide, for an annual fee of 
one-fourth of 1 per cent, the assurance of assistance in amounts larger 
than that provided under the normal rules. Up to June 1963 the Fund had 
extended about $5.7 billion of such stand-by credits with about $1.3 bil- 
lion still in existence. 


4 International Financial News Survey, April 5, 1963. 
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Originally, because of the existence of exchange controls to regulate 
capital movements, it was not expected that member countries would 
borrow from the Fund to provide protection against capital flight. Today 
this purpose for borrowing is firmly established. Since 1958, when cur- 
rency convertibility was re-established, capital exports occur freely. Con- 
sequently, when speculation against a country’s currency appears, loans 
and stand-by assistance have been freely given by the Fund. 

Because the privilege of purchasing foreign currencies from the Fund 
is meant to answer only the current needs of members, pressure is exer- 
cised to induce members to buy back as promptly as possible their cur- 
rencies offered to the Fund in exchange for foreign funds. Two regulations 
are designed to accomplish this purpose. First, in addition to a service 
charge of one-half of 1 per cent made at the time of the purchase of a 
foreign currency, the Fund levies a charge on its holdings of a currency 
in excess of 100 per cent of the member’s quota. Thus, should a member 
that has paid 75 per cent of its quota in its own currency wish to purchase 
other currencies from the Fund, no charge save the initial service charge 
would be levied except on purchases in excess of 25 per cent of the mem- 
ber’s quota. The charge, when made, rises with the size and duration of the 
member’s drawings against the Fund, and is normally paid in gold. Sec- 
ondly, not only are members permitted at any time to repurchase for gold 
any part of the Fund’s holdings of their currencies in excess of their quotas, 
but also they are required to repurchase such excess holdings under cer- 
tain stated conditions relating to their supplies of gold and foreign ex- 
change reserves. 

The choice of par values. Each member of the Fund is expected to 
adopt a par value for its currency in terms of gold or the United States 
dollar. This initial par is reviewed by the Fund and approved by it. Gen- 
erally speaking, the par values originally adopted corresponded to the dol- 
lar exchange rate previously in use and were accepted by the Fund as an 
appropriate starting point. Future modifications of initial par exchange 
rates, under the rules of the Fund, were anticipated as the more perma- 
nent postwar pattern of trade became clear. 

The ultimate or long-run aim of the Fund has been to adopt par rates 
of exchange that will enable the countries concerned to restore a tolerable 
balance of payments after economic reconstruction, currency converti- 
bility, and sound, prosperous economic conditions have been restored in 
the main trading nations of the world. The Fund quite properly ad- 
mitted that the choice of such a par exchange rate was quite impossible 
by mere inspection of the economic conditions of the immediate postwar 
years. Therefore it adopted the policy of approving original exchange 
parities so long as they promised not to interfere with expansion of post- 
war exports. In the long run it expected that modifications of existing 
parities would be required to avoid the adverse effects of currency over- 



THE RESTORATION OF CURRENCY CONVERTIBILITY 


567 


valuation. The Fund concluded that up to the autumn of 1947, initial 
parities did not hamper exports. During 1948 and 1949, however, the vary- 
ing rates of price inflation and deflation threatened to hamper exports to 
the dollar area countries. The devaluations of September 1949 were made 
after consultation with the Fund and with its approval, as a means of 
correcting overvaluations in terms of the dollar. 

Changes in exchange rate parities. One of the aims of postwar eco- 
nomic plans is to avoid the necessity of a country's deflating and reducing 
employment as a means of achieving equilibrium in its balance of pay- 
ments. In the absence of adequate amounts of international currency 
reserves, individual countries may now purchase foreign currencies from 
the Fund to meet temporary adverse balances arising out of current trans- 
actions. But should an adverse balance of payments of a chronic nature 
develop, it would indicate that the existing par of exchange is too high or 
that the currency is 4 overvalued." In such a case, either the par value of 
the currency must be reduced if domestic deflation and unemployment 
are to be avoided, or monetary and fiscal restraint must be applied to 
“disinflate" the domestic economy. Overvaluation of the currency may 
arise out of domestic inflation, falling prices abroad, or shifts in the inter- 
national demand away from a country's exports. In any event, the cir- 
cumstances might warrant a reduction in par value of the currency. 

The rules of the Fund provide for a reduction of parities whenever a 
“fundamental disequilibrium" develops in a country's balance of pay- 
ments. This has been interpreted to include the appearance of unemploy- 
ment of a chronic or persistent character arising from pressure on the bal- 
ance of payments. Changes in par value may be made only on the request 
of the member country. In order to avoid the danger of competitive ex- 
change depreciation by countries seeking to undervalue their currencies 
to promote employment at home by “exporting unemployment," a member 
must first consult the Fund before changing par values. The Fund has no 
veto power over changes not exceeding 10 per cent of the initial par 
values. But the Fund has the right to approve or disapprove of greater 
changes. Incidentally, whenever the exchange value or parity of a cur- 
rency is lowered or raised, the gold value of that currency held by the 
Fund cannot be allowed to change. Therefore appropriate adjustments, 
up or down as the case may be, are made in the amount of currency in the 
hands of the Fund. 

In spite of the Fund's basic policy of fixed gold parities and single 
exchange rates, it has been compelled as a matter of expediency to accede 
to requests to violate such policies. Between September 1950 and May 
1962 Canada abandoned fixed gold parity and allowed the foreign ex- 
change rate of the Canadian dollar to be established by free market forces. 
Moreover, a number of member countries have, in one way or another, 
established multiple exchange rates within their exchange control systems. 
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The Disappearance of the Dollar Shortage 

For the decade following World War II, Western Europe was in the 
grip of what was known as the dollar shortage. This meant that at existing 
rates of exchange and with the productive capacity dislocated by the war, 
Western European countries were unable to bring their balance of pay- 
ments into equilibrium with the dollar area. Consequently they resorted 
to exchange controls and bilateral trading arrangements. There were many 
voices raised at that time proclaiming that this shortage of dollars was a 
chronic one destined to plague the Western World indefinitely. But four 
developments caused the dollar shortage to disappear, to be replaced by 
what is now referred to as the dollar glut. The four developments that 
aided in bringing this about were: 

1. The substantial devaluation of Western European currencies in 
terms of the United States dollar in 1949, providing some corrections to 
currency overvaluation. 

2. The economic rehabilitation of Europe with the newest and most 
efficient forms of equipment to restore its competitive power in world 
markets in relation to the United States. 

3. The Marshall Plan and other aid to Western Europe during the 
late 1940's and early 1950's which made the rehabilitation possible. This 
was followed by military assistance to American allies abroad with the 
outbreak of the cold war in the 1950's and the resulting defensive build- 
up. Furthermore, the defense program involved the establishment and 
maintenance of strong military forces outside the country. 

4. The development of large outflows of American private capital to 
foreign countries. This, along with government credits and grants-in-aid 
to non-European countries, made large amounts of dollars available to 
foreign countries without the necessity of commodity exports to the 
United States. 

As a result of all of these factors other countries acquired vast amounts 
of United States dollars—so many in fact that instead of spending them 
all in the United States, they used substantial amounts to fatten their 
hitherto slim supply of gold and short-term dollar reserves. Thus, our un- 
favorable balance of payments, which amounted to over $12 billion dur- 
ing the five years ending in 1962, has made United States dollars relatively 
abundant. This situation seems likely to continue for a good while. For 
even though the United States is now concerned that its balance of pay- 
ments be restored to equilibrium, it is improbable that attempts will be 
made to develop a favorable balance. 

Convertibility at Fixed Exchange Rates 

The movement toward currency convertibility by the important trading 
countries of the free world which began in 1958 took the form of con- 
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vertibility into gold or United States dollars at fixed rates. The reasons 
for the choice of fixed exchange rate convertibility rather than the use of 
flexible exchanges are found in: (1) the general recognition of the im- 
portance of stable exchange rates in the development of international 
trade; (2) the preference (or bias as some would insist) among powerful 
international monetary agencies-the International Monetary Fund and 
the U.S. Treasury, to name two— for a system of fixed exchange rate con- 
vertibility; (3) the existence of an escape clause in the International 
Monetary Fund agreements which provides for a reduction of the gold 
parity of a country that finds its adverse balance of payments unmanage- 
able; (4) the availability of International Monetary Fund assistance in 
obtaining funds needed for balance-of-payments settlements; and (5) the 
disappearance of the dollar shortage of the late 1940 s and early 1950’s 
and the accumulation of large dollar balances in foreign hands. These 
dollar holdings, added to substantial accumulations of gold, have pro- 
vided the supplies of international currency reserves needed for fixed 
exchange rate convertibility. 


Some Problems of Currency Convertibility 

The movements of short-term capital. One characteristic of free cur- 
rency convertibility at fixed rates of exchange is the ease with which short- 
term capital may be transferred from one money center to another. This 
movement may result from either of two motives. First, short-term cap- 
ital, freed from danger of exchange depreciation through solid confidence 
in the convertibility of currencies, plus opportunities to hedge transfers 
in the forward exchange market, tends to move to the center where short- 
term interest rates are most favorable. Under the old-fashioned gold 
standard, when domestic monetary management was subordinated to the 
balance-of-payments requirements, short-term capital movements were 
primarily of the equilibrating variety. A temporary adverse balance of 
payments with a threat of gold export raised domestic interest rates and 
attracted capital from abroad to equalize the balance. But today, mone- 
tary policy is mainly directed toward domestic stabilization. Consequently, 
an easy money policy, resulting in falling interest rates designed to en- 
courage recovery from depression, encourages short-term capital export 
and tends to worsen the balance of payments. Consequently domestic 
monetary management requires a readiness to give up ( or acquire as the 
case may be) international currency reserves to meet capital exports of a 
destabilizing nature. 

Secondly, currency convertibility today is constantly in danger of being 
compromised by the understanding, under the International Monetary 
Fund agreements, that a country with balance-of -payment problems may 
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properly reduce its exchange rate parity, or devalue its currency, to cor- 
rect fundamental disequilibrium. Therefore, today’s convertibility system 
is constantly exposed to the threat that a country might depreciate its 
currency. This being so, the appearance of conditions that give rise to sus- 
picions of devaluation may induce powerful speculative pressures against 
the currency concerned. Holders of short-term claims payable in such a 
currency can convert them into cash and use the proceeds to purchase 
foreign currencies that are free from suspicion of devaluation. The United 
States dollar and other currencies periodically have been subjected to just 
such pressures. 

To guard against speculative pressures three devices have been ar- 
ranged. The first is found in the practice of the International Monetary 
Fund of providing stand-by arrangements making funds available on an 
emergency basis in amounts far beyond those normally provided. The 
second is the agreement reached in 1962 among the International Mone- 
tary Fund and ten important trading countries of the free world; the ten 
will lend to the Fund amounts up to $6 billion of their own currencies 
should speculative demand for any of them exceed the amounts available 
in the hands of the Fund from the regular quota contribution of mem- 
bers. 5 

Thirdly, central banks maintaining currency convertibility have entered 
into informal understandings not to undertake the conversion of accruing 
dollar balances into gold and to refrain from the purchase of gold on the 
gold market when the price of gold is being pushed up by speculative 
pressures. Moreover, for the protection of the United States dollar as well 
as other currencies, the Federal Reserve Bank of New York has acquired 
foreign exchange balances ( deposits in foreign central banks ) by arrang- 

5 The ten countries and their commitments are: 


Country 

Dollar equivalent of commitment 
of national currencies 
{in millions of dollars ) 

United States 

$2,000 

United Kingdom 

1,000 

West Germany 

1,000 

France 

550 

Italy 

550 

Japan 

250 

Netherlands 

200 

Canada 

200 

Belgium 

100 

Sweden 

150 

Total 

$6,000 


The commitment to lend currencies to the IMF is conditioned upon an agreement 
by the group that a genuine need exists in combination with adequate supplies of 
reserves in the hands of the country concerned. Repayment in gold or equivalent is 
to be made as promptly as possible with interest at 1% per cent per annum. 
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ing to swap dollar balances for them. Thus the Federal Reserve Bank is in 
a position to intervene directly in the foreign exchange market by selling 
currencies demanded by speculators without the need to export gold. 
By May 1963, such arrangements amounted to $1,550 million. The U.S. 
Treasury has engaged in similar exchanges of dollar obligations for for- 
eign currencies. 6 


Questions for Study 


1. What are two meanings of currency convertibility? Which type was adopted 
in 1958 by Western European countries? 

2. What are the two basic requirements that must be met before a country 
can successfully embark on a program of fixed exchange rate convertibility? 

3. Why were the currencies of Western Europe devalued in 1949? What are 
the requirements in order to make devaluation successful as a prelude to 
convertibility? 

4. What are the functions of the International Bank? What are its two sub- 
sidiaries and how do they function? 

5. In what way does the International Monetary Fund assist in meeting short- 
ages of international currency reserves of member countries? What are 
the limits to its assistance? What are stand-by agreements? 

6. What corrections may members of the IMF be encouraged to make if they 
suffer from a fundamental disequilibrium in the balance of payments? 

7. Why is protection against short-term capital flight so important with the 
appearance of fixed exchange rate convertibility? 

8. What was the dollar shortage? Why did it appear after the war? 

9. Explain the events leading up to, and explain the dollar glut that appeared 
in the late 1950’s. 

10. How do you explain the emergence of the present gold standard type of 
fixed exchange rate convertibility? 

11. What steps have been taken to improve the capabilities of the Fund to 
meet emergency needs of important currency systems? 

12. Why does the privilege of reducing exchange rate parities worsen the 
threat to exchange stability? 

13. What is meant by the “swap” agreements entered into by the Federal 
Reserve Bank of New York? Why are they useful? 


6 Charles A. Coombs, “Treasury and Federal Reserve Foreign Exchange Opera- 
tions,” Monthly Review , Federal Reserve Bank of New York, March 1963, and Oc- 
tober 1963, p. 147. 
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INDEPENDENT CURRENCIES VS. 
INTERNATIONAL MONETARY 

STANDARDS 


The restoration of unrestricted multilateral trade in the present-day world 
requires currency convertibility. Such convertibility, as we already know, 
requires that the holders of a given currency shall be free to exchange it 
for other currencies by selling it in the foreign exchange market. Currency 
convertibility may take the form developed since 1958 involving conver- 
sion at fixed rates into gold or equivalent U.S. dollars. Or, convertibility 
may merely involve the right to sell a currency in the foreign exchange 
markets for whatever price it may bring without the stabilizing influence 
of gold convertibility. In other words, currency convertibility may involve 
either a restoration of some kind of world gold standard or a restoration 
of free exchange markets with fluctuating rates of exchange. Each type of 
convertibility has some advantages and some disadvantages. In this chap- 
ter we shall consider the relative merits of each. 

It is the modem view that central governments have a duty to provide 
general economic and price level stability and such full employment con- 
ditions as are conducive to economic growth. Monetary and fiscal policy, 
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the tools available for government use, are closely associated with control 
over the supply and the spending of money. Therefore there is strong sup- 
port for the view that money should be the servant of government eco- 
nomic policy rather than the master, and that the maintenance of condi- 
tions suited for monetary management should be of primary concern. 

The incompatibility of monetary management with an international 
gold standard. We already know how the international gold standard 
works by inducing price changes in one country that parallel those in the 
outside world. This occurs through the influence of fixed exchange rates 
on the prices of internationally traded goods and through the effect of 
spontaneous forces and gold movements. Any attempt by a single country 
to maintain a price level either too high or too low compared with that in 
the outside world tends to be defeated by the inexorable operation of the 
international gold standard. Consequently, a single country that attempts 
to pursue a policy of price level and general economic stabilization within 
the framework of the international gold standard may find its efforts 
frustrated. 

The case for fixed exchange rates provided by the international gold 
standard. The nineteenth century saw the flowering of modern laissez- 
faire capitalism. The foundations of this development were to be found 
in a tremendous growth of international trade accompanied by the rapid 
expansion of international lending. The whole structure was tied together 
and articulated by a common international standard of value, namely gold. 

There can be no doubt of the contribution to that development made 
by the fixed exchange rates provided by the free convertibility of cur- 
rencies into gold. But fixed or rigid exchange rates alone are not enough. 
Our experience with the elaborate mechanism of trade restraints, ex- 
change rationing, and other exchange controls indicates clearly that ex- 
change rate stability maintained by such controls is an entirely inadequate 
substitute for stable rates based upon free gold convertibility. 

The advantages of rigid exchange rates fixed by gold convertibility had 
their price. Price levels throughout the world had to move together in 
harmony. The general world movement of prices, to which the price level 
of individual countries had to conform, was determined in the short run 
by cyclical developments in different parts of the world economy. In the 
long run it reflected the relation of changes in the supply of monetary 
gold to changes in the world’s monetary requirements. Therefore, gold, 
though working well as an international standard at least part of the time, 
was subject to two serious defects. First, it was exposed to long, sweeping 
changes in world price levels arising from a failure of gold to expand at a 
rate corresponding to monetary requirements. Secondly, the gold stand- 
ard not only failed to give protection against cyclical price fluctuations, 
but in some instances it tended to accentuate them. This was especially 



574 


INTERNATIONAL MONETARY RELATIONSHIPS 


true in periods of acute deflation, when a general loss of credit confidence 
led to money panics and forced credit liquidation. The results of such a 
liquidating movement were seen in the collapse of the gold standard after 
1929. 


The Case for Monetary Nationalism 

The case for monetary nationalism ( or independent paper currencies ) 
rests primarily upon the belief that unemployment and cyclical fluctu- 
ations of the modern business world can be satisfactorily met only by a 
controlled and independent currency system. The gold standard, as is 
well-known, requires that prices within the individual countries adjust 
themselves to harmonize with world prices. This result requires reasonable 
flexibility of the whole internal price structure if the strains and dis- 
turbances associated with wide dispersion of individual price movements 
are to be avoided. The more readily the internal price structure adjusts 
itself to necessary changes, the greater the success of an international 
monetary standard such as gold. But there is reason to believe that prices 
may not be sufficiently flexible in the modern economic world to make 
the international gold standard tolerable. To support this view, one may 
refer to the experiences of the decade that began in 1929, when in fact 
the gold standard suffered a complete collapse. In addition, there is evi- 
dence tending to show that price rigidity is increasing. 

The question of increased rigidity of prices. Several reasons may be 
cited for believing that the price structure of the modern world is becom- 
ing more rigid. First, there is undeniably a marked trend toward increased 
governmental interference in economic affairs. This trend takes the form 
both of price-fixing and of an expansion of direct governmental action in 
economic fields. At best, prices controlled by the government are but 
tardily adjusted to general price movements. Farm price support policies, 
for example, tend to prevent downward revision of prices in the agri- 
cultural sector. Moreover, the expansion of the scope of government serv- 
ices furnished to the public tends to saddle upon the private sector a rigid 
tax burden that cannot be adjusted to commodity price changes. 

Secondly, the growing power of unions, with their emphasis upon the 
maintenance of existing wage rates in the face of falling prices, adds a 
powerful influence to other forces leading to rigidity of costs. When such 
rates are supported by unemployment benefits paid by the government, 
the tendency toward rigidity is further strengthened. 

Thirdly, in modern economic society, large-scale business enterprise is 
the inevitable result of modern technology. The growth of large-scale 
business units reduces the potential number of competitors operating 
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within any given market, and encourages the formation of price-fixing 
agreements and the adoption of other methods of avoiding competition. 
In industries dominated by a few large-scale firms, a decline in demand is 
likely to be met with a fall of output rather than by a lowering of prices. 
“Administered” prices, in which the seller fixes his price and sells what he 
can at that price, are common both in fields dominated by large firms and 
among all products bearing a brand or other distinguishing mark. Al- 
though “administered” prices do fluctuate, they tend to move more slowly 
and through a narrower range than do prices fixed in markets where 
numerous traders deal in standardized, nondifferentiated goods. 

Independent currencies and the influence of foreign cyclical move- 
ments, One important advantage claimed for the use of independent 
currencies is that it permits the freeing of the domestic economy from 
cyclical price movements originating abroad. Is there good reason to 
believe that this assumption is true? In answering this question, one must 
take into account the fact that an individual nation is by no means a 
closed economy dealing only with itself. Instead, all nations must deal 
with others and are parts of the larger world economy. Regardless of 
whether or not a country adopts an independent currency with flexible 
exchanges, a depression abroad will adversely affect the export market. 
Conversely, boom conditions abroad stimulate exports and domestic busi- 
ness. Monetary management, with or without an independent currency 
system, can prevent a foreign-generated boom from spreading to the 
domestic economy. It is unlikely, however, that it can entirely prevent 
the disturbing consequences arising from a severe depression abroad. 
Nevertheless, an independent domestic currency with flexible exchange 
rates provides a country confronted by world depression with two major 
advantages. 

First, granting that foreign depression will reduce the demand for a 
country’s exports and thus tend to reduce employment, flexible exchange 
rates permit the use of depreciation in the exchange value of the domestic 
currency in order to avoid the deflation of domestic prices to match falling 
prices abroad. This benefit is of especial importance in countries where 
domestic trade is closely tied to imports and exports. This opportunity to 
avoid domestic price deflation provides a pleasant contrast to the results 
of gold standard-fixed exchange rates which tie together the movements 
of domestic and foreign prices of internationally traded commodities. The 
domestic economy may therefore be spared the depressing effects of fall- 
ing prices generated by foreign depressions. 

Secondly, an independent currency not tied to gold permits a country 
to take positive steps to promote domestic expansion to relieve the unem- 
ployment and to fill the gaps left by a decline of exports caused by depres- 
sion abroad. This action can be taken without fear that an adverse trade 
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balance may arise and cause serious gold losses. Such an opportunity to 
resist depressions of foreign origin is often denied the individual country 
under the international gold standard unless it has abundant supplies of 
international currency reserves to meet balance-of-payments deficits that 
arise during the depression. Here we find a most potent argument in favor 
of convertibility with flexible exchange rates as opposed to gold standard 
convertibility. 


Some Objections to Independent Currencies 

The inflationary bias of independent currencies. Stressing cost and 
wage rigidities as the essential reason for the need for an independent 
currency, the advocates of such a currency are primarily concerned with 
the desirability of avoiding the depressing effects of price deflation. Be- 
cause of this, the pursuit of a national policy of stabilization may lead to 
the development of an inflationary movement in domestic prices. 

The source of inflationary bias in independent currencies is not hard 
to see. Monetary authorities, charged with the responsibility for control 
of the money supply, cannot pursue a policy opposed to or in conflict 
with .that of the government. For monetary authorities— normally central 
banks— by their very nature must be subservient to the governments that 
establish them, and inevitably must support rather than hinder the estab- 
lished policies of their creators. But the pressures upon government, 
whether for defense expenditures or for assistance to special groups, tend 
to increase government expenditures and lead to deficit financing. Fur- 
thermore, in the understandable concern for maintenance of labor peace 
and full employment, governments sometimes encourage wage settle- 
ments that involve increases unwarranted by the growth in productivity. 
These increases tend to set off inflationary spirals. Confronted by infla- 
tionary policies and practices of government, the central bank is handi- 
capped in the adoption of a policy of restraint based upon the principle 
that resistance to inflation is more important than national defense and 
expanding employment . 1 Especially is this true when more compelling 

1 This problem is well put by D. H. Robertson when he says, “We must remember 
the enormous impetus to which any banking system is subject both from within and 
without, towards increasing continually the volume of its loans, and the formidable 
difficulty of so regulating the supply of money as really to meet the legitimate needs 
of trade. We must remember, too, the pressure exerted upon Governments in the 
name of the consumer to provide this and that— coal or railway-transport or house- 
room— by some means or other below its economic cost. It is not surprising if both 
bankers and Governments in their more responsible moments desire to have some 
charm more potent than a mere metaphysical index-number both to elevate before 
the people and to contemplate in the privacy of their own cells.” Money (Chicago: 
University of Chicago Press, 1959), pp. 121-122. Quoted with permission of the 
publisher. 
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reasons for restraint do not exist in the form of a responsibility to main- 
tain gold standard or fixed exchange rate convertibility. In other words an 
independent currency seems especially susceptible to the rachet effect that 
tends to push up prices. 

Independent currencies and long-term lending. Perhaps the gravest 
criticism of independent currencies with flexible exchange rates concerns 
their effect upon international lending and investment. Both long- and 
short-term capital movements are affected by the abandonment of the 
gold standard anchor for the world’s currencies. Fixed exchange rates 
without convertibility create risks of loss of earnings on foreign invest- 
ments because of difficulties in transfer. Independent currencies that are 
convertible freely in unregulated foreign exchange markets inevitably in- 
volve flexible and fluctuating exchange rates. When the hazards of uncer- 
tainties connected with the transfer of earnings and unstable exchange 
rates are added to the ordinary risks of foreign long-term lending, it may 
well be that such lending will be sharply curtailed. If so, this is a serious 
basis for criticism of independent standards. Modern capitalism has 
reached its high level of effectiveness through international division of 
labor supported by generous movements of capital from the older areas 
to newer and undeveloped areas. The stagnation in world economic life 
during the 1930’s was undoubtedly made worse by the drying up of inter- 
national lending. The absence of an international monetary standard, such 
as gold, provides an added barrier to such lending. 

Advocates of independent currencies do not always admit the validity 
of our assumption that long-term lending must necessarily languish in the 
absence of an international gold standard. They see as causes of the de- 
cline in foreign investment of the 1930’s such things as the depression it- 
self, trade barriers, former losses on foreign loans, and, to a lesser extent, 
fear of fluctuating currencies. Foreign loans are customarily expressed in 
terms of the lender’s currency. Since this is so, it matters little to the pur- 
chaser of foreign securities of this type whether or not the lending country 
or the borrowing country is using an independent currency so long as 
general convertibility is available. The lender can rest contentedly in the 
promise that he will be repaid in his own currency. The borrower, though 
exposed to the danger of fluctuating exchange rates, still need not be con- 
cerned if exchange rates on the lending country rise, if the cause is a rise 
in prices in his own country; the rise in prices will increase the borrower s 
income along with the rise in the burden of servicing his foreign loans. In 
any event, foreign investment need not take the form of fixed income- 
bearing securities. Investment in foreign stocks and property is becoming 
increasingly common. On such investments there seems to be no reason to 
expect prohibitive hazards arising out of fluctuating exchange rates. 

Independent currencies and seasonal factors. International trade is 
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not something that moves smoothly and regularly, with a constant balance 
between imports and exports. Instead, it is irregular in nature, conforming 
to seasonal forces that influence both demand and supply. Consequently, 
there is no daily, weekly, or even monthly balance between imports and 
export items. Under the gold standard it is sufficient for trade and long- 
term capital items entering the balance of payments to be equalized over 
a fairly long period of time. This is true because bankers, protected by the 
gold shipping points in the foreign exchange markets, readily allow sea- 
sonal excess claims to accumulate in foreign money markets— that is, they 
“export” short-term capital against a later date when the demand for 
foreign exchange exceeds the supply. 

Independent currencies, with freely fluctuating exchange rates, dis- 
courage bankers accumulations of foreign exchange so that the gold 
standard “equilibrating” short-term capital movement will not readily 
occur. Hence, some form of stabilization fund must be provided in order 
to avoid widely fluctuating exchange rates from season to season. 


Domestic Stabilization Under an International Standard 

The advocates of monetary nationalism believe that an independent 
currency is a prerequisite to successful monetary management. This 
opinion is based on the belief that international monetary stabilization is 
impossible, and that independent action by one country alone requires the 
freedom that can be provided only by an independent currency. Before 
accepting this claim at full face value, one must inquire more fully into 
the possibilities of: (1) domestic control while operating within an inter- 
national monetary system; and (2) international cooperation. 

Secular price trends and domestic stabilization. Any attempt under 
the gold standard, or other international currency system, to regulate the 
price level of a single country so that it will run counter to the secular 
trend of world prices must sooner or later fail. If world prices are rising, 
stable domestic prices would eventually tend to impose an intolerable sup- 
ply of gold upon the domestic banking system. On the other hand, if 
world prices are falling, stable domestic prices must sooner or later cause 
such a loss of gold, or other international currency reserves, by the do- 
mestic banking system that it will require the abandonment of the stand- 
ard. But this is not of such vital importance as might appear at first 
thought, for the primary problem of stabilization has to do with relatively 
short-run cyclical price movements. 

Domestic cyclical stabilization and an international monetary stand- 
ard such as gold. Contrary to the common assumption of those advo- 
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eating an independent currency system, a considerable measure of control 
over cyclical fluctuations remains in a domestic monetary authority in 
spite of an adherence to an international monetary system. First, booms 
that originate either within or without a country can be as effectively 
counteracted under the gold standard as on inconvertible paper. Similarly, 
recessions originating at home can be met with the full battery of mone- 
tary and fiscal weapons regardless of whether gold or paper standards are 
in use. But, one may ask, what becomes of stabilizing efforts when de- 
pressions develop in the outside world? At such a time, some decline in 
domestic prices and business activity will be inevitable under the gold 
standard. The degree to which the domestic economy will suffer depends, 
of course, upon the relative importance of foreign trade. But even under 
the gold standard, monetary authorities are not entirely helpless in the 
face of world-wide depression. Monetary and fiscal policy can be used to 
stimulate the domestic economy. Inconvertible paper would, of course, 
offer two advantages over gold in this connection. First, it offers the rather 
questionable opportunity to stimulate exports by resort to exchange de- 
preciation. Secondly, it would avoid the deflationary consequences of a 
loss of gold arising from an excess of imports due to a revival of business 
and a rise in domestic prices. But gold losses due to business revival need 
not be serious, for rising security prices and improved profit prospects at 
home will attract rather than repel foreign investments. Even though 
maintaining domestic income and employment by fiscal and monetary 
policy may be accompanied by some payments deficits, these need not 
prevent the use of antirecession measures. Losses of gold or other inter- 
national currency reserves need not be detrimental to the domestic econ- 
omy so long as they do not exceed the supply available to the monetary 
authority, supplemented by its borrowing power at the International 
Monetary Fund. The need for adequate supplies of international currency 
reserves is the reason why a proper distribution of such reserves among 
various trading nations is vitally important. The adverse balance of pay- 
ments of the United States during the last part of the 1950’s and the first 
part of the 1960’s aided in this improved distribution. Furthermore the 50 
per cent increase in the International Monetary Fund quotas in 1959 in- 
creased the assistance which is available to member countries. However, 
during a world cyclical decline, countries that mainly export raw ma- 
terials are likely to be subjected to especially trying payments problems. 
At the same time they are seldom rich enough to maintain a high level of 
reserves in their own right. 

Although one can hardly concur with the statement often heard that 
domestic attempts at cyclical stabilization are impossible under a fixed 
exchange rate-gold standard type of international currency, nevertheless 
the advantage in this regard rests with independent paper currencies. 



580 


INTERNATIONAL MONETARY RELATIONSHIPS 


Monetary Management Through International Cooperation 

Some difficulties of international cooperation. The case for inde- 
pendent currencies rests largely upon the proposition that international 
cooperation is unable to produce a satisfactory international currency. 
Some reasons for lack of faith in such cooperation are: 

1. Nationalism presents a powerful barrier to anything like effective 
cooperation among nations on matters of monetary policy. Jealousy, fear 
that the interests of foreign countries do not coincide with one’s own, 
and popular distrust of “foreign theories” all complicate the problem of 
cooperation. 

2. Even if an international monetary agreement could be reached, the 
gold standard itself is not entirely amenable to management. Gold out- 
put rises and falls without regard to monetary requirements. Hoarding 
and industrial demands for gold cannot be controlled. 

3. Genuine differences in the economic situation in the several coun- 
tries may require different monetary policies in order to achieve full em- 
ployment and stability in each. An example of this is the problem raised 
in respect to countries that enjoy different rates of economic progress. 
A monetary policy suited to a country in which economic efficiency is 
advancing rapidly might be objectionable in a country in which improve- 
ments are appearing more slowly. 

These reasons for doubting success in developing cooperation among 
countries are not entirely convincing. We have seen promising efforts 
among important members of the International Monetary Fund to 
strengthen their position both by increased quota contributions and by 
agreements to lend the Fund large amounts of additional currencies re- 
quired to meet emergency needs. Also we have seen central bankers co- 
operate in meeting problems created by short-term capital movements. 
Furthermore the lessons learned from the Great Depression of the 1930’s 
are not forgotten. Full employment policies are firmly entrenched in the 
economic thinking of all countries. Consequently it is highly unlikely that 
serious deflationary movements will be permitted to get out of hand. 2 

Increasing the supply of available international currency reserves. 
The maintenance of convertibility depends upon the adequacy of the sup- 
ply of international currency reserves and their proper distribution. As we 
already know, the adverse balance of payments of the United States since 
1952 has resulted in a very substantial improvement in the international 
currency reserve situation. First, it has led to a redistribution of the 
world’s gold stock because over $8 billion of gold was transferred from 
the United States to foreign monetary authorities. Secondly, it has led to 

2 Cf. Per Jacobssons plea for a program for cooperative efforts in International 
Financial News, International Monetary Fund, November 2, 1962. 
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a positive increase in the total quantity of international currency reserves 
through the increase of foreign-held, short-term dollar balances amount- 
ing to about $11 billion. Altogether the U.S. adverse balance has increased 
the supply of international currency reserves available to the rest of the 
world by $19 billion within a period of ten years. This is in marked con- 
trast to the $5 billion rise in total monetary gold stock of the world over 
the same period. 

Although present world reserves appear entirely adequate to meet im- 
mediate needs, there remains the serious question of how the liquidity 
needs of the future are to be met. Clearly the United States cannot afford 
to continue its adverse balance of payments for this purpose. Already it 
finds itself dangerously exposed, as a key currency depositary country, 
with gold reserves of $15 billion and external short-term obligations of $20 
billion. 

The suggestion has sometimes been made that the proper solution to 
the problem would be the proportional devaluation of all of the worlds 
currencies in terms of gold. Thus if the price of gold were to be doubled 
(raised from $35 per ounce to $70 per ounce), in nominal terms the mone- 
tary gold stock would thereby be doubled. Such a measure would be in 
the nature of a one-shot remedy unless a gradual or annual devaluation 
should be put into effect so as to increase the world's gold monetary units 
at a rate to match the needs of trade. But general devaluation would not 
benefit holders of such key currencies as the dollar unless the dollar obli- 
gations were to be proportionally increased— an event unlikely to be found 
agreeable or practicable by the depositary. 

Perhaps, ultimately, the answer may come in the form of a gradual 
evolution of the obligations of the International Monetary Fund to the 
status of international currency. Professor Robert Triffin has proposed that 
the International Monetary Fund be converted into an international cen- 
tral bank. Member countries would be required to maintain some fraction, 
perhaps 20 per cent, of their gross reserves in the form of deposits in the 
Fund. The Fund would therefore have a substantial pool of gold and con- 
vertible foreign exchange reserves available to assist countries with pay- 
ment deficits. In addition the Fund would lend its own deposit liabilities 
which would then become a part of the world supply of international 
currency reserves. To avoid an inflationary increase in world reserves from 
excessive issues of Fund currency to countries with adverse balances, 
qrmnfll increases should be limited to an amount matching the rate of 
growth of world production and trade. 3 At the present, however, this does 

3 Cf. Robert Triffin, Gold and the Dollar Crisis (New Haven, Conn.; Yale Univer- 
sity Press, I960). A similar proposal was made by a study group from the Brookings 
Institution in a report made to the Council of Economic Advisers, distributed by the 
Joint Economic Committee of Congress in July 1963. 
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not appear to be an acceptable solution to the problem. The proposal has 
been severely criticized on the grounds that the Fund would thereby hold 
excessive power over the domestic policy decisions of the United States 
and Britain by virtue of its acquiring short-term claims against them from 
member country deposits. Also it may not be desirable to give the Fund 
power to create reserves through loans to needy members and to impose 
upon other member countries the obligation to part with real resources 
(exports) in exchange for deposits created by the Fund . 4 

It is clear that the question of how best to provide the international cur- 
rency reserves that the world will need in the coming years under a sys- 
tem of fixed exchange rate convertibility is not yet solved. The alternative, 
suggested by some students of the problem, is, of course, the abandon- 
ment of attempts to maintain fixed rates of exchange through the gold 
standard type system and, instead, adopt freely fluctuating currencies with 
“floating” rates of exchange. 


Questions for Study 


1. What are the two alternate types of currency convertibility? 

2. Why does concern over domestic monetary management play such an im- 
portant part in the choice between independent currencies with floating 
exchange rates and fixed exchange rate types of convertibility? 

3. What are the main claims that are made for a form of international gold 
standard type of currency convertibility? What are the objections to it? 

4. What are the advantages that may be credited to independent currencies 
with flexible exchange rate convertibility? What are the objections? 

5. Why is it thought that present-day prices are more rigid than in earlier 
times? 

6. Why does an independent currency system permit domestic resistance to 
depressions of foreign origin? Under what circumstances may a gold stand- 
ard type currency country resist depressions originating abroad? 

7. How promising do you think present prospects are for international prac- 
tices that make fixed exchange rates workable? 

8. What are the results on the supply of international currency reserves of the 
U.S. adverse balance of payments since 1952? 

9. What is the Triffin plan? What objections are raised to it? 


4 Cf. E. M. Bernstein, ‘International Effects of U.S. Economic Policy,” Study of 
Employment , Growth , and Price Levels , Study Paper No. 16, 1960. Also see the criti- 
cism of Robt. Roosa, in “Assuring the Free World's Liquidity,” Business Review Sup- 
plement (Philadelphia: Federal Reserve Bank, September 1962). 
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